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: ' COMPANIES ACT, 1948. 

5 ESRAS aS The provisions of the Companies Act, 1948 (consoli- 

ii “cues | dating the unrepealed provisions of the Companies Act, | 

| 1929, and the provisions of the Companies Act, 1947), | 
came into operation on the Ist July, 1948. The 3 
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STUDY NOTES 20P 


BOOK-KEEPING AND ACCOUNTS 


TEXT BOOK: 


No. 341. “ Principles and Practice of Bookh-heeping and Accounts,” 
by B. G. Vickery, F.C.A 


Recommended for Additional Reading and Reference: 


"No. 47. “ Advanced Accounts’, by R. N. Carter. 
No. 556. “ Higher Book-keeping and Accounts”, by L. C. Cropper. 


Recommended for Revision: 


“ The Students’ Note Book ™ (Metropolitan College Onnan only 
direct from the College, Supplies Dept.). 


IMPORTANT NOTE. 


The Test Papers to be worked in connection with these Study 
Notes are contained in the separate booklet supplied by the 
ollege. 


INTRODUCTION. 


The ground covered in these Study Notes is fairly extensive, but the 
questions set at examinations are not toaualy of such a nature as to 
cause difficulty, provided you have exercised ordinary care in your 
preparation. 


It will be necessary to work fully and conscientiously through the 
reading matter which is set, to take adequate notes of the theory, o of 
the various sections of the subject, and to keep, familiar with the 


exercises which are recommended. In working the exercises, good 


amply u. Nedtness assists in checking your work ; it 
Wil is the tutor in correcting the exercises , and will enable the 
examiner quickly and ‘fairly to assess the marks which have been 
earned—all to your advantage: An examiner is 

favourably disposed towards a paper showing evidence of care. 


Indifferent work adds to the difficulties of all concerned. ., Speed wili 
goon be attained with adequate practice, and in examinations you will 


be called: upon to chigkimnd won ganay eee roporti 
of the paper is to be completed. 


A 


the whole of the 








2 INTRODUCTION. 


The Text Book deals fully with the theory and principles of book- 
keeping and illustrates all the usual types of exercise. The subject 
is one which calls for a thorough knowledge of principles and adequate 
practice at exercises. This is necessary not only to impress the 
subject upon your mind, but to enable you to develop accuracy and 
speed. The exercises prescribed at the end of each section must, 
therefore, be worked without fail before you commence the relative 
test paper, and compared with the detailed solutions given at the 
end of the Text Book, but your solutions thereof should not 
be forwarded: for criticism unless you encounter difficulty. 


Do not make the irremediable mistake of neglecting these exercises 
at any stage of your work. 


. It will be necessary to take special note of, and memorise, all 
definitions and terms, and to give particular attention to the 
theoretical questions. These are often neglected. 


The rulings for Columnar Cash Books, Departmental Sales and 
Purchases Books, Bill Books, Register of Members, Application and 
Allotment Book, Register of Mortgages and Charges, etc., should be 
memorised, and you should be in a position to draft these if required. 
The rulings should be practical; there is no need to follow those laid 
down in the Text Book if others equally suitable are known to be working 
satisfactorily in actual use. 


When working tests, ordinary ruled foolscap paper should be used 
for the theoretical questions, the usual “ Ledger ” and “ Three-column ” 
foolscap for exercises, and plain paper for rulings. Accounts and 
journal entries on plain foolscap almost invariably present an 
untidy appearance, whilst valuable time is wasted in making your own 


rulings. 
The mere copying out of an answer from the Text ‘Book is 
useless, TERE O ee az —~ aa 
PS ar ait E OG EES a be 


IMPORTANT NOTE: Page references to the Text Book have 
been deleted from these Study Notes in order to avoid confusion as, 
under present abnormal conditions, students cannot always obtain 
a specified edition of the Text Book. Wherever specific reference is 
made to a particular example, etc., in the Text Book the appropriate 
side heading in the relevant chapter is indicated so that students can 
trace the matter referred-to without undue difficulty. 
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These Coaching Papers are the property of the College, and ara 


atrictly copyright. They are‘supplied only on your express undertaking 


PLAN OF THE NOTES. 


Reading. 
sd Vickery iT 
Chapter 
I, 


II. 


VII, 


IX and XV 
(Liquidations). 


XVI. 


A 


Subject- matter. 


Theoretical Book-keeping. 
Sales, Purchases and Other Journals, 
The Cash Book. 


The Ledger; Adjustments: Prepara- 
tion of Final Accounts. 


Bills of Exchange and Bill Books. 
Final Accounts 
Accounts of Limited Companies. 


Do. do. 


Cost Accounts. 


that they will be confined to your own personal use. 
The taking of any copy of any part of these papers constitutes an 
the 


infringement of the copyright of 





College. — 


SECTION A. 


THEORETICAL BOOK-KEEPING. 


r READING : “Vickery ”, CHAPTER I. 


x 1. GENERAL SURVEY. 


As the whole system of Double Entry Book-keeping is based, 
on a few broad rules or principles, this chapter of the text book, 
in which these principles are described and explained, should 
be regarded as one of the’ most important in the book and 
studied accordingly. These rules, simple though they may 
appear, are nevertheless employed in the solution of the most 
difficult of book-keeping problems. 


2. THE IMPORTANCE OF BOOK-KEEPING. 


Book-keeping was made for business and not business 
for book-keeping. In other words, the system must be planned 
according to the requirements of the particular business, 
not the business organised, possibly with great inconvenience, 
to suit a particular system of book-keeping. This fact must 
always be borne in mind when you are asked to draw up a 
system of book-keeping for a particular business. 


The chief object of book-keeping is to enable a trader to 
obtain a systematic and permanent record of his busi- 
ness transactions. Thus, by keeping adequate accounts 
a trader is able to show :— 

What is owing BY the business, and to whom ; 
What is owing TO the business, and by whom : 
Whether the business is gaining or losing : 
The sources of such gains and losses ; 
The amount of his capital in the busin „i O 
ee ae e erp ee E 
The nature and value of all property and liabilities of 
` the business. i 
Consequently, as will be seen later in this Section of the Study 
x Notes, it is possible for a trader* readily to ascertain the 
7 financial position of his business on any given date. SN 
i a Rh es: EEN E E ran E 4 sa 
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3. THE DOUBLE ENTRY SYSTEM. 


Since all business transactions involve exchange (i.e., À 
the giving of consideration for the receipt of property, service 
or benefit), it follows that every transaction can be regarded 
from two points of view :— 3 
(1) The accrual of some right, interest, profit or benefit 
on the one hand; and 
(2) some forbearance, detriment, loss or responsibility 
given, suffered or undertaken on the other. 


£ 
This twofold aspect of giving and receiving is expressed in S 
double entry book-keeping by the axiom that ‘‘ every debit 
requires a credit and vice versa”. The debit entry is 
made in the receiving (‘‘ value in ’’) account, and the 
*corresponding credit entry is made in the giving 
(‘‘ value out ’’) account. 


Whatever the nature of the transaction to be recorded this 
two-fold aspect MUST be observed. Consequently, 
when considering business transactions, you should always 
think in terms of double entry, t.e., visualise the two entries 
necessary to record the transaction. Many students incorrectly 
regard the double aspect as the giving by one party and the 
receiving by the other. This conception is quite wrong as 
the double aspect is from one point of view. That is, 
each party receives value and gives value in exchange. 


EXAMPLE. | 


A, a retail jeweller, buys a Lo garette case from B, a wholesale jeweller, 
for £5, and pays for it in . The entries required to record this 
transaction are :— | 

(i) ithe books of A.—Debit Stock of Cigarette Cases Account 
e 


receiving, or “value in", account) and credit Cash 
Account (the giving, or “ value out ™, account). : Sra: 
(ii) In the books of B.—Debit Cash Account (the receiving, or 
“value in, account) and credit Stock of Cigarette Ca ses 
Account (the giving, or “ value out “, account). 
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\ Business transactions involving the purchase and sale of 
goods may be classified as either (a2) cash transactions, or 
i (b) credit transactions. In the case of a cash transaction, 
p the buyer pays cash immediately for the goods that he has 
bought (as in the foregoing example of the sale from B to A). 
In the case of a credit transaction, however, setilement in cash 
is deferred to some future date, while in the meantime it is- 
S necessary for the parties to the transaction to record in their 
ft. respective books the relationship of debtor and creditor that 
S exists between them. ' 


f EXAMPLE. 
{ Assume the same facts as in the previous Example, except that 
i A buys the cigarette case on credit, instead of for cash. The entries 
A : required in the books of the two parties are :— = 
i (i) In the books of A :— l 
f _ (a) When making the purchase.—Debit Stock of Cigarette 
Account (the receiving account) and credit B’s 


5 Account (the giving account). 

| (b) When paying his debt in cash.—Debit B’s Account (the 
: reosiving account) and credit Cash Account (the giving 
E. account). 


(ü) In the books of B :— 

(a) When maki the sale.—Debit A’s Account (the receiving 
account) and credit Stock of Cigarette Cases Account (the 
giving account). 

(b) When receiving cash in settlement of the debt—Debit Cash 
Account (the receiving account) and credit A’s Account 
(the giving account). 

r When writing up ledger accounts, always bear in mind 
; that the debit and credit aspects of each transaction must be 
; considered alone, without reference to anything that has happened 
| previously. Thus, the sale or purchase of goods on credit is 
one transaction requiring a debit entry and a credit entry in 
each party’s books, while the settlement of the account for 
such goods is, for book-keeping purposes, a separate transaction 





which also necessitates both a debit entry and a credit entry 

$ in each party’s books. ! 

It should now be clear to you that it would be a time- 

g wasting procedure to open ledger accounts in the customers’ 

| ~ names in respect of sales and purchases for cash, for the entries 
therein would immediately . fise 


t each other. 


f 







4. THE BOOKS REQUIRED. 


Theoretically 
_ LEDGER. 


« 


the one essential book of account is the 
Ms 


. 


he double entry is completed therein, and 


am wer 
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consequently it is, $» theory, possible to carry out a complete 
system of book-keeping by using this one book. As you 
proceed with your studies, however, you will readily appreciate 
how very inconvenient this would be. 7 


In practice, therefore, all transactions will be passed through 
TWO books of account, viz. :— 
(a) The Ledger, and 
(6) The: Journal, 


the respective functions of which are dealt with later in this 
Section of the Study Notes. 


Both the journal and the ledger are divided into several 
books in a business of any appreciable size, but the main 
points of difference between the two books should be noted 
at this stage. 


5. CLASSIFICATION OF TRANSACTIONS. 
Ledger Accounts may be divided into two main 
divisions :— Shc 
(1) Personal Accounts, 1.¢., those containing entries in 
respect of personal transactions with Debtors and 
Creditors and headed with the name of a person, firm 
or company, eg., A. Brown, B. Brown & Co., C. 
Brown, Ltd. 
(2) Impersonal Accounts, which may be sub-divided 
into :— A 
(a) Real or Property Accounts, which are . 


records of dealings in property and material 
` objects, ¢.g., Buildings, AMachinecy, Furniture, — 
etc. aes. 3X 
(b) Nominal Accounts, which are records of the 
receipt and the rendering of servi piste 
€g., Wages, Discounts, tent, Purchases, 
Sales, etc. ey Sean 


An account can sometimes be 
way. : If, for example, a trader lend 
£100 he can debit a personal account 
with £100 or he can debit an account 
“ J, Smith (Loan Account) “, so t 
since the loan represents both a debt owing by J. Smith a 










p> 





Le ony: a 7 Fe 
an asset worth £100.: rl AB ae? os 
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6. RULES FOR DEBITING AND CREDITING. 


The account debited is always that to which something is 
given or added and is therefore the ‘‘receiving’’ account, and 
the account credited is always that from which something is 
taken or subtracted and is therefore the ‘‘ paying ’’ account. 


The diagram given in the text book must be committed 
to memory and thoroughly understood, for these rules must 
be constantly applied throughout your subsequent work in 
s this subject. Do not, however, memorise these rules blindly,’ 
~ but reason each one out for yourself, and then apply it 
: intelligently when working your practical exercises. 


As practically all transactions sooner or later involve the 
receipt or payment of cash, the rule in respect of the Cash 
Account is probably the most useful, as the entries for accom- 
panying transactions can be reasoned out therefrom. For 
example, Assets and Expenses involve payments and if it is 
remembered that payments are credits to cash, then it can at 
once be seen that asset and expense accounts will receive 
debit entries. 


In order to cancel an entry, the original double entry should 
be reversed. Crossing out or erasion must never be. 
resorted to. | 


7. THE JOURNAL. 

As explained above (see Study Note 4), the ledger is, in 
theory, the only book necessary to record fully all the trans- 
actions in accordance with the essential principles of the 
double entry system of book-keeping. If, however, no other 
book were kept, there would be no record of all the business 
transacted in the date order in which it occurred. It is for 
this reason that the J ae at book of first entry, is used in 
addition to the Ledger. us, the Journal is the day-by- 
day book of the business wherein both aspects of all 
transactions are recorded in chronological order. 


The correct form of aljournal entry must be studied carefull 
as this form is inv nable and should always be adopted, 
particularly in examination work. (The NARRATION is 
an essential part of the entry and must not be omitted ; 
it should always be commenced with the word “ Being D. 

8. THE LEDGER. l 

_ The form of a ledger account must be noted carefully and 
invariably adopted. Note the headings ‘‘Dr.?? and “Cr.” - 
on the left and right-hand side respectively. © These should 


A 


` 
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always be inserted in examination work, The prefixes 
**To ” and ‘* By ” should'also be consistently used. 


A helpful rule to remember in making entries in ledger 
accounts is that the name of an account should not appear 
as an entry in that account, but the name of the account in 
which the corresponding entry appears should be in- 
serted. For example, entries in the Cash Account should 
not be described as “To Cash ” or “ By Cash”, but as, say, 
“To Jones ” or “ By Smith ”, these being the names of the 
debtor and creditor paying or receiving the cash. Similarly, 
entries in the Goods Account will refer to the supplier or 
customer concerned (where the goods are bought or sold on 
credit terms) or to cash (where they are bought or sold for 
cash). Furthermore, the expressions “ Received”, “ Paid”, 
“ Bought ” or “ Sold ” need not appear in the entries in the 
ledger as the significance of the transaction is indicated 
automatically by the side of the ledger account on which it 
appears, ¢.g., an entry on the debit side of the Cash Account 
in respect of an amount received from A Brown is worded 
“To A. Brown” and not “To Cash Received from A. 
Brown,” as unless it represented cash received it would not 
appear on the debit side of the Cash Account. 


9. CAPITAL ACCOUNT. 


When this account is regarded as an account between the 
proprietor and the business, it becomes of the nature of a 
personal account. Thus, a credit balance on capital account 
shows the amount owing by the business to the proprietor, 
whilst a debit balance represents the amount owing by the 
proprietor to the business. - . 


When the account is looked upon as representing the balance 
between the total value of the property, etc., belonging TO 
the business (Assets) and the total amount owing BY the ~ 
business (Liabilities) it is of the nature of an impersonal — 
account, 4.¢., a nominal account. : $ ws 


keeping the capital account the same 
additional capital may have been paid 
the proprietor and thus any decrease 1 
due to trading losses will be wholly or partly 
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10. THE TRIAL BALANCE. 


If, for every debit, a corresponding credit entry is made (and 
vice versa), it follows that the total of all the debits and the 
total of all the credits in the ledger accounts must equal each 
other. Hence, by preparing a statement known as a Trial 
Balance, consisting of a summary of all the debit postings 
and of all the credit postings which appear in the accounts, 
the arithmetical accuracy of the book-keeping records can 
be tested. In actual practice, however, the totals of all debits 
and totals of all credits are not usually extracted, as the 
; extraction of the net balance of each account serves the 

same purpose. [This latter method should be adopted when 

working exercises and answering test papers.] Ç Thus a Trial 

5 alance may be more practically defined as @ statement 

\/ Jof all the debit balances and credit balances of the’ 

ledger accounts at any given date, arranged systemati- 

cally in order to check the arithmetical accuracy of the 
ledger entries. 


If the two totals do not agree it indicates that one or more 
errors have been made, and these must be located before 
proceeding further. 


Remember that assets and expenses are debit 
balances; and liabilities, gains, and income are credit 
ances. 


pg 


In distinguishing between balances which appear in the 
Profit and Loss Account and those which appear in the 
Balance Sheet the following rules may be applied. If any 
value remains in the business to represent a debit balance 
(e.g., the balance on Shop Fittings Account) such balance 
will appear as an asset in the Balance Sheet, whereas if no 
value remains (e.g., the balance on Rent Account) the balance 
must be an expense to be transferred to the debit side of the 
Profit and Loss Account. With regard to credit balances, if 

_ the business is under an obligation to refund the value to an 
outside party (including the trader) (¢.g., the credit balance 
on a Personal Account) then such balance will appear as a 
liability in the Balance Sheet, whereas if no such obligation 
NR (e.g. fa patanos on Dividends Received Account) 

balance must be a profit or gain to be transferred to the- 
credit side of the Profit and ER 


11. THE PROFIT AND LOSS ACCOUNT. 


_ This is dealt with much more fully later but is mentioned | 


ka 





in the text book at this stage in order to complete the outline — 
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and to show how the profit is determined. Vitis a Nominal 
Account and therefore the rule ‘‘ Debit Exp:nses and 
Losses, Credit Income and Gains ”’ applies. It is created 
by transfers from other nominal accounts, and it is intended 
to display a summary of the events which have made up 
the history of the period. 

Transfers of the type referred to above should be distinguished 
from entriés in respect of trading transactions. They involve, it 
is true, a debit to one account and a credit to another account, 
but they are more readi y understood if the elementary rule of 
debiting the “ receiving" and crediting the “giving” account 
is ignored and they are regarded as the cancellation of a balance 
(or entry) in one account and its re-instatement in another account 
on the same side as it originally appeared. For example, to 
transfer a debit balance on Office Expenses Account to Profit and 
Loss Account would involve a credit in the former account to 

* cancel the balance and a debit in the Profit and Loss Account, 
thus re-instating the debit balance in that account. 


The Profit and Loss Account summarises the history of 


events over a PERIOD and it is headed “ Profit and Loss 
Account for the (say) Year ended 31st December, 19....... i 


12. STRIKING A BALANCE. (L 


The difference between the totals of the entries on the tw 
sides of an account is known as the balance of the account, 


site to that expected, #.¢., a debit balance first appears on the 
credit side. A moment’s thought, however, will show that 
if the total debit items exceed the total credit items the differ- 






= 


remains and is apparent at a glance. When working test and 


examination questions accounts should always be balanced aves 


in this manner, so that they may present a finished appear- 


ance, It is, however, unnecessary (in the absence of specific 
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When balancing accounts the abbreviations ‘‘c/d’’ 
(carried down) and ‘‘ b/d ’’ (brought down) should be used. 
(Similarly, when carrying forward totals from the foot of 
one page to the head of the next page the abbreviations 
c/f” (carried forward) and ‘‘b/f’’ (brought forward) 
should be used. ] 


13. THE BALANCE SHEET. 


When the Profit and Loss Account has been prepared and 
the net profit (or net loss) has been transferred to the Capital 
Account of the proprietor, the only balances then remaining 
in the books are those relating to real or personal accounts 
which represent property or debts belonging to, or owing by, 
the business, as all the accounts which concern services given 
and received have been closed off. 


It is now possible to ascertain the exact financial position 
of the business. This is done by preparing a Balance Sheet, 
which may be defined as :— 


“A statement of the exact financial position of a 
business at a given date, showing, in an orderly and 
classified manner, the assets, or property owned by 
the business, and the liabilities, or debts owing by the 
business ’’. 


The Balance Sheet is intended to display the facts which 
have resulted from the events summarised in the Profit and 
‘Loss Account. 


A Balance Sheet does not cover a period but is drawn 
up AS ON A CERTAIN DATE (i.e., the date to which 
the Profit and Loss Account is made up) and this date must 
be included in the heading (¢.g., “ Balance Sheet as at 30th 
June, 19...”). It is divided into two parts by a vertical line, 
on the left-hand side of which are entered all the liabilities 
(ż.e., credit balances) and on the right-hand side all the assets 
(3.¢., debit balances). The credit balance on the Capital 
Account is included amongst the liabilities, for, as explained 


in Note 9, this represents the amount which the business owes 
to the. proprietor. i 


It was stated, when dealing with the Trial Balance, that as 
every debit has a corresponding credit, the total of all the 
debits must equal the total of all the credits in the accounts as 
a whole, or, in other words, that the total of all the debit 
balances must exactly equal the total of all the credit balances. 
It follows therefore, that, if the book-keeping has been 
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carried out correctly, the two sides of the Balance Sheet must 
agree exactly, in just the same way as the two sides of the 
Trial Balance agree. 


It is important to realise that the Balance Sheet, like the 
Trial Balance, does Nor form part of the double entry 
accounts of the business. The Balance Sheet is a 
MEMORANDUM statement of outstanding balances at 
a certain date and is NOT an account, so that there can be 
no question of transfers to the Balance Sheet. 


When presenting a Balance Sheet always give complete 
headings indicating at what date it is drawn up, and head the 
left-hand side “ Liabilities ” and the right-hand side ‘‘ Assets. ” 
{Although in the opinion of certain authorities the use of such 
general headings as “ Liabilities” and “Assets” is un- 
necessary in a Balance Sheet—see Note 11, Section F—you 
are advised to include such headings, particularly at this 
stage of your studies.) The headings “ Dr.” and “ Cr.” and 
the prefixes “ To ” and “ By ” are seldom used in compiling 
Balance Sheets, and should not be used for examination 
purposes. | 


The arrangement (or marshalling) of the assets and liabilities 
is discussed in detail at a later stage, but you must note 
at this point that some logical sequence is necessary. 
Usually the assets are arranged in the order of permanence 
whilst liabilities are usually arranged in the order in which 
they rank for payment, Capital Account appearing last. 

In practice, the names of the debtors and creditors are not 
normally shown in the Balance Sheet, all debtors and creditors 
being included under the general headings of “Sundry Debtors” 
and “Sundry Creditors’’ respectively. | ts 


14. THE CASH BOOK. pa i 
This is described fully in Chapter III, but the main features 
should be noted at this stage. 


The first practical development of the theoretical rules 


J 
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in the ledger. If, therefore, the Cash Account is taken out 
of the ledger and bound up as a separate volume, this difficulty 
is removed, for one clerk can then devote the whole of his 
time to the entry of cash transactions, while another is 
employed upon the remaining ledger accounts. 


When the Cash Account is bound up in the form of a 


separate book it is then known as the Cash Book) but it must 
not be forgotten that it is an account and, as such, entries 
therein form part of the double entry, and the balance 


thereof must be shown in any Trial Balance that is prepared. 
All cash transactions are entered direct in the Cash Book, 


receipts being debited and payments credited; and the double 
entry is completed in other ledger accounts. Thus duplica- 
tion of work is avoided, as cash transactions are not 
journalised. | 


15. THE OPENING ENTRIES. 

Pay particular attention to the opening journal entries 
illustrated in the text book. Note the ‘‘ compound ”’ or 
« composite ’’ nature of the entry by means of which the 


‘net balance of capital is determined. Any difference between - 


the totals of a given list of assets and liabilities must be 
regarded as capital and credited to Capital Account. 


The illustration of a complete set of transactions at the end 
of Chapter I of the text book must be studied with great care. 
Trace the double entry for every transaction and do not leave 
any entry until you are certain that you understand the 
principle involved. | 


16. GOODS ACCOUNT. 


Note that the method of recording all the dealings between 
the business and its stock of goods in the Goods Account is 
now rarely met with in practice, for it has been found much 
more convenient to open separate accounts to record goods 
purchased and goods sold respectively, as in this way more 
classified information is available. Therefore, in practice, 
the combined Goods Account is replaced by the following 
separate accounts:—(a) Goods Purchased Account; 


(6) Goods Sold Account; and (c) Stock Account. The 
first of these accounts, generally termed the Purchases 


mhi oat 


account is to record the stock, or balance of goods on hand 
: A 


%) 


a 
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at the beginning and end of the accounting period. At the end 
of the trading period, these accounts are closed by trans- 
ferring: the balances to a Trading Account, the balance of 
which represents the gross profit (or loss) for the period 
covered by the account. | 


The double entry for purchases and sales may be sum- 
marised at this stage as follows :— 


4) CASH PURCHASE: Debit Goods Purchased Account (or 
Purchases A/c.). 
Credit Cash Account. = 
(2) CREDIT PURCHASE: Debit Goods Purchased Account (or 
Purchases A/c.). 
Credit Perso Account of 
Supplier. 7 
~(3) CASH SALE: Debit Cash Account. 
ste Re Credit Goods Sold Account (or 
Le Sales A/c.). 
(4) CREDIT SALE: Debit Personal Account of Customer. 
Credit Goods Sold Account 
(or Sales A/c.). 


IMPORTANT. 


When working exercises, remember that neatness and 
judicious spacing facilitate accuracy. Attention to 


detail, neatness and display may call for the expenditure . 


of more time at the outset, but as this becomes a habit the 


extra time becomes negligible. Neat and well displayed 


work will impress an examiner favourably and the 


value of this is obvious. 





PRACTICE WORK. a: 
Work as many of the exercises given at the end of the chapter 
as lime will permit, particularly Questions 1G and 1H (not to 
be submitted to the College). Pet, ae 
For Test Paper, see separate booklet, = 
a Se 
pith ee ae 
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ad 
Ze SALES, PURCHASES AND OTHER JOURNALS. 
READING: “ Vickery ”, CHAPTER II. 


1. GENERAL SURVEY. 


This chapter is concerned with what are usually termed the 
subsidiary books or books of original entry of a modern 
business. The theoretical principles explained in Chapter I 
must be constantly borne in mind and the modifications 
necessitated by practical requirements carefully observed. 
Pay particular attention to the form or ruling of the various 
books. 


2. THE JOURNAL AND ITS SUBDIVISIONS. 


By subdividing the journal, periodical totals of 
transactions can be ‘‘ posted ’’ to the impersonal 
accounts affected, thus saving time, space and labour. 
The completion of the double entry is merely postponed 
and then carried out ‘‘ en bloc”. The transactions are listed, 
posted in detail to the personal accounts and in total to the 
impersonal accounts. 


The usual divisions of the old type of Journal are = 


Book. ‘Nature of Transactions 
recorded. 
1. Casu Book (a ledger a/c.). Dr. Cash received. 
Cr. Cash paid. 
' 2. Sates Day Book. Credit Sales, 
3. Purcuasrs Day BOOK. Credit Purchases. 
4, Returns Ourwarps Boor. Purchases returned and al- 
lowances and rebates on 
5. Returns InwArps BOOK, Sales returned and allow- 
ances and rebates on sales. 
6. Bits PAYABLE BOOK. Bills Payable. 
7. Bits RecrivasLe BooK. Bills Receivable. 
8. THE Principal JOURNAL Transfers and transactions 
(é.¢., the old type of Jour- for which no other book of 
nal). original entry is available. 


No ENTRY SHOULD BE MADE IN_THE LEDGER UNTIL IT HAS 
FIRST BEEN PASSED THROUGH ONE OF THE ABOVE BOOKS OF 
ORIGINAL ENTRY. ote 


y 
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3. CREDIT AND CASH SALES. . 
The difference between these two classes of transactions 
and the recording thereof has been explained in Section A. 
It should be noted that cash sales are not recorded in the 
Sales Day Book but may, if numerous, be listed in a special 
Cash Sales Book before being posted to the ledger (Dr. Cash, 
Cr. Sales ‘A/c). 


4. CASH AND TRADE DISCOUNT. 
The difference in treatment of these two kinds of discount 
must be observed carefully. 


Trade discount may be shown in the books as a deduction 
from the gross price of the goods (as in the illustration of a 
Sales Day Book given in the text book) but even. so only 
the net amount of the invoice is posted to the ledgers. 


When discount is allowed on a cash sale it is usual to ignore 


it and to post the net amount received from the debit of the 
Cash Book to the credit of Sales Account. 


5. GOODS OUTWARDS BOOK. 

This book is NoT part of the double entry system, but it 
serves as a useful check on the sales recorded. The uantity 
and description of the goods dispatched are reco therein 
in chronological order but usually no prices are inserted. 


6. GOODS INWARDS BOOK. 

A similar book to the last mentioned except that goods 
received are recorded therein in chronological order. It is 
NoT part of the double entry system. Saas 


7, SALES DAY BOOK. 


ings given in the text book should be studied carefully, — 4 
but it must be remembered that these may be adapted to 
Puit the specialised requirements of individual businesses. 

Always remember that only credit sales of goods in which 











the business deals are entered in the Sales Day Book.. 










_ transaction will Nor be recorded in th 


a ‘ nase aS 5 
will appear in t 
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record the amount of Purchase Tax chargeable to customers 
(see Appendix II in the text book). 


8. CARBON DUPLICATE INVOICES. 


The method of filing duplicate invoices in the order in 
which the sales are recorded in the Day Book is a com- 
paratively new. phase of modern accounting. Where this 
method is used it is obvious that the recording of full 
particulars in the Day Book is quite unnecessary. In fact, 
if the invoices are numbered consecutively and filed in this 
way it is possible to dispense with the Day Book altogether. 
The total to be posted to Sales Account can be obtained by 
carrying forward a running total from one invoice to the 
next, or by using an adding and listing machine. 


9. GOODS ON APPROVAL OR ON SALE OR RETURN. 


This is an example of a particular arrangement adopted 
to suit a particular type of business; where it is usual to 
send goods to customers on sale or return. This procedure 
naturally calls for special records, as the goods cannot be 
treated as ordinary sales on dispatch. The ruling which 
has been devised for this purpose, illustrated in the text 
book, calls for special attention. The book serves the 
dual purpose of a memorandum book and a Sales 
Day Book, thus saving duplication whilst being extremely 
useful at stocktaking time. 


It is important to note that goods which have not been 
in the hands of the customer for a longer period than that 
during which they may be returned, or in respect of which 
the customer has not intimated his intention to purchase, 
cannot be treated as sales, but must be treated as stock, and 
valued at cost or market price, whichever was the lower on 
the date of the Balance Sheet. 


10. CASH PURCHASES. ; 

These are treated similarly to cash sales but, naturally, 
the entries are reversed. When discount is taken on a cash 
purchase it is usual to ignore it and to post the net amount 
expended from the credit of the Cash Book to the debit of 
the Purchases Account. 


11. PURCHASES BOOK. 
The sole function of the Purchases Book (or Purchases 
Journal, or Bought Day Book, or Purchases Day Book, as it 


credit terms. In the first place, it should be noted that the 


s 
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position of a business as regards purchases is the reverse of 
that in connection with sales. - The purchase of goods involves 
the receipt of those goods by a business as opposed to the 
dispatch of goods by a business when a sale is effected. 


The Purchases Book is normally used solely for the purpose 
of recording goods purchased on credit FOR RESALE. 
If any other expenses (¢.g., stationery, repairs, coal, etc.) are 
incurred, or if any assets are purchased on credit, they require, 
in theory, to be passed through the Principal Journal (see 
Note 15). In practice, however, this difficulty can be over- 
come by the use of the Columnar Purchases Book, which is 
described in the following Note. 


Almost invariably in practice the details of each purchase 
are omitted from the Purchases Book, since the invoices are 
numbered and filed in the same order as the entries in the 
Purchases Book. Consequently the details can readily be 
ascertained by reference to the invoice file. 


For examination purposes and in working out exercises, 
however, full details of each transaction should always be 
entered in the “ Particulars ” column. 


In view of recent legislation, it is advisable to incorporate 
an additional column in the Purchases Book in order to record 
the amount of Purchase Tax payable to suppliers (see 
Appendix II in the text book). 


12. THE COLUMNAR PURCHASES BOOK. 


In practice it is quite common to record in the Purchases i 


Book not only actual purchases of goods bought for resale 
but also expenses such as rent, rates, repairs, etc., and in some 
cases the purchase of assets (Vans, Fi ixtures, etc.) The 
invoices received in respect of these transactions are usually 


filed together with the ordinary trade invoices in order to 


facilitate immediate reference. Where this method is ado ted 
it is obvious that continuous analysis is almost essential Ge 
consequently a number of additional columns (varyin 





accordance with the particular type of business) are aE eo 
in the Purchases Book. In addition a “ Ledger fee = 





analysis column is provided for special items (¢.g., the pur 


urcnase 
of machinery) that do not come within | the aaa of os E 


the other columns. 


The personal accounts : 
periodically the totals of an anal 
‘Ledger 4 Accounts *? ” column) ar a 
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Account (or Departmental Purchases Accounts) or to appro- 
priate Expenses Accounts, while the items in the “ Ledger 
Accounts ” column are debited individually to the appropriate 
impersonal accounts. The cross-total of the analysis columns 
must, of course, equal the total in the “ Total of Invoice ” 
column. 

The “Ledger Accounts” column may alternatively be 
termed the “ Sundries ” column, and where a folio column is 
not provided, the items in this column are analysed at the 
foot for posting purposes. 

Where details of purchases are entered in the Purchases 
Book, a “ Details ” column is necessary on the left ofthe 


“ Total of Invoice ” column as only the total of each invoice- 


should be inserted in the ‘‘ Total of Invoice ’’ column, 
while the appropriate details should be extended to the 
respective analysis columns. i 


Study carefully the ruling illustrated in the text book. 


13. RETURNS BOOKS. 


Where returns are few in number the entries may be made 
at the end of the corresponding Day Book. 

If trade discount has been allowed on a sale, the net amount 
of the sale (s.¢., after deducting the trade discount) must be 
entered in the Returns Inwards Book if-such sale is returned, 
otherwise the customer would benefit at the expense of the 
trader. A similar consideration applies to returns outwards. 


14. BILL BOOKS. - 


These are used: only by those businesses which have . 


numerous transactions in Bills of Exchange, and are more 
fully described in a later chapter. The bill transactions are 
listed in chronological order and posted individually to 
ersonal accounts (Bills Payable are debited and Bills 
teceivable are credited) and, periodically, in total to the 
Bills Payable Account (Cr.) and Bills Receivable Account (Dr.) 
respectively. ) 7 


15. THE PRINCIPAL JOURNAL. 


As trading transactions are now recorded in special journals, ; 


the old type of journal (generally referred to as the “ Principal 
Journal ” or “ Journal Proper ”) is reserved for :— = 
1. Opening and closing entries, 
Z. Adjustments, transfers, etc. H 
3. Entries which cannot be made in any other subsidiary 
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The Journal is of considerable importance to examination 
students, for questions frequently call for the journal entries 
necessary to record certain transactions. In this connection, 
the importance of the “ narration ” indicated in Section A, 
Note 7, should not be overlooked. 


16. CLASSES OF JOURNAL ENTRIES. 


Time is an important factor in examinations and students 
should acquire the habit of combining journal entries 
where this is convenient, as this method obviously saves time. 


It should be appreciated at this early stage, although it 
will be more apparent later, that only entries relating to 
the same transaction or related transactions should be 
combined. 


Transactions on different dates should not be combined in 
this manner, as the journal is a “day by day” book. 


The use of the expression ‘“ Sundries ” in connection with 
single compound and double compound journal entries should 
be noted. 


- em Sew www 


REVISION. 


Constant revision must be regarded as a very important 
of your studies. Your corrected Test Papers are, perhaps, 

the best guide as to where revision is necessary. Your Tutor'’s 
comments should be studied in close conjunction with the 


Model Answers. Remember that if the elementary 


principles are not properly grasped the whole subject 
will prove difficult. Be sure, therefore, that you have 
thoroughly understood the subject-matter of your studies 
to this point. 





PRACTICE WORK. 


time will permit, particularly 2A, 2F and 2K (not to be sub- 
_mitted to the College). | ae de 


Work as many of the exercises at the end of the chapter as 





C 





ka 
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SECTION C. 


THE CASH BOOK. 
READING: “ Vickery ”’, CHAPTER III. 


1. GENERAL SURVEY. | 


Chapter III is devoted to a description of what is perhaps the 
most important book of account owing to its dual function 
as both a book of original entry and a ledger account. 

It wil be remembered that in other subsidiary books 
_ there is no question of debit and credit as all entries are posted 
in detail or in total to the debit and credit of accounts in the 
ledger. As the cash book is a ledger account an entry 
therein forms part of the double entry and is, therefore, 
posted once only to another ledger account. This distinction 
should be carefully noted. : 


There are various forms of cash book to be found in practice 
but the three-column type is by far the most common in 
small businesses and the illustration in the text book should 
be examined with care. 

_The modern tendency, particularly in large businesses, to 
dispense with the cash columns and use what is termed a 
Bank Cash Book must be noted. In this case, it is essential 
that all receipts should be banked and all payments, other. 
than those made through the medium of the Petty Cash 
Book, should be made by cheque, or by cash withdrawn 
specially for the purpose. ~ | 

The cheque system is also briefly described and as a proper 
understanding of the use of cheques is essential for 


book-keeping purposes this section of the chapter must 
not be neglected. | | 


2. THE TREATMENT OF CASH DISCOUNT. 


The method of recording cash discounts can more easily 
be understood if it is remembered that the discount columns 
of the cash book are, in effect, separate Discount Journals. 
In spite of the fact that they appear in the cash book they 
do not form part of the cash account; the insertion of the 
discounts allowed and received alongside the relative cash 
received and paid is purely a matter of convenience, to 


permit cash and discount being posted to the personal accounts 
at the same time. In order to complete the double entry, it 
is necessary to open a Discounts Allowed Account and a 
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Discounts .Received Account (or one Discount Account for 
both classes) in the Impersonal Ledger to which the totals 
of discounts allowed and discounts received respectively are 
carried from time to time, the totals of the discount 
columns in the cash book being carried to the same 
side of the Discount Accounts in the ledger. Some 
traders post both discounts allowed and discounts received 
to the same Discount Account, but in order to classify a 
trader's transactions as thoroughly as possible it is considered 
that it is better to open separate accounts for the two classes 
of discount. 


Many students have difficulty. in understanding why a 
customer who “receives” discount should be credited. 
This appears to be an exception to the rule, but it should be 
remembered that discounts allowed by a trader are losses or 
expenses and must consequently be debited to Discounts 
Allowed Account, whilst the customer is regarded as having 

iven a service by prompt payment to the value of the discount. 
onv , discounts received by a trader are gains to the 
business, and must be credited to Discounts Received Account, 
whilst the customer is regarded as having received a service to 
the value of the discount. Another useful rule to remember is ~ 
that the discount is always posted to the same side of the 
onal account as the cash which is received or paid when 
the discount arises. 

The entries in respect of cash and discount may be shownas 

one item in the personal account or as separate items, viz. :— 
To Cash and Discount ... ie 100 


- or 
To Cash se att Sede egal 
» Discount oe . ž 


When answering test papers and in the examination you are + 
advised to open separate accounts for “ Discounts Received ” ie 
and “Discounts. Allowed” whenever this procedure is possible, 


3. BANK TRANSACTIONS. : ge: ER 

A Deposit Account is an Investment Account, i.e., a Real ES 
Account and does not affect the Cash Book except when Be 
deposits (or investments) are made or withdra' ia an Ee as 
4. THE RECORD OF BANK TRANSACTIONS. — Ae 


merely as a customer and the ban 










as -m : A 1 q e fH 993019 n gg. ia oct T 4 : a 
Giver—therefore app ies in ‘addition, to the ar. B SRTA z 
Debit Receipts-Credit Payments. = 2 
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5. THREE-COLUMN CASH BOOK. 

The three-column Cash Book has three separate money 
columns on each side to record entries relating to discount, 
cash transactions and bank transactions respectively. 


It has been previously pointed out that the Cash Book is 
actually a ledger account bound separately for purposes of 
convenience. If additional columns are added in which to 
record bank transactions the Cash Book becomes TWO 
accounts, the debit and credit cash columns being the CASH 
ACCOUNT and the debit and credit bank columns being the 
BANK ACCOUNT. 


PAAT 
(When making entries in a three-column Cash Book an 
entry to i noted carefully is what is termed, ‘‘ a contra ’’. 
cash is withdrawn from bank for office use it must 


be credited in the bank column and as it is received into 
cash it m e debited in the cash column. Similarly, 









the cash column and the bank column. 


It should be noted that more cash than is on hand cannot 
be paid away, so that the total of the cash column on the 
credit side of the Cash Book cannot exceed the total of the 
corresponding debit column. This does not apply to the bank 
column because it is possible to arrange for this by means of 
an overdraft. 


The example of a three-column Cash Book (showing 
Discount, Cash and Bank items) in the text book should be 
studied carefully. 


6. BANK CASH BOOK. 


A method of dealing with cash transactions now frequently - 
adopted in practice is to bank all cash and cheques on the day 


of receipt and to draw cheques for the exact amount of any 
cash payments which have to be made (e.g., wages), thereby 
doing away with the necessity for retaining any cash in hand. 
This method is rendered possible by the adoption of the Petty 
Cash system described later in this Section, which provides for 


the payment of all small cash disbursements. 


* ` e: 
m~ ’ ‘ Pe > 
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When this method of dealing with cash transactions is 
adopted, a Bank Cash Book, the ruling of which is illustrated 
in the text book, should be used. It will be seen that the 
Bank Cash Book is similar to the ordinary three-column 
Cash Book, except that the two “cash” columns are dis- 
pensed with, their place being taken by an “ Amount 
Received ” column on the debit side and a “ Details ” column 
on the credit side. 


Each receipt (whether in cash or by cheque) is entered 
first in the “ Amount Received ” column, and only the total 
amount actually banked for the day is extended into the 
“Bank” column. This has the advantage of keeping. the 
‘latter free from unnecessary detail, and of facilitating the 
comparison of the Cash Book with the Bank Pass Book (or 
bank statements), as the total amounts entered in the “ Bank ” 
column of the former correspond with the daily “ paying-in ” 
totals in the latter. Furthermore, as all receipts are paid 
direct into the bank, the clerical labour of making contra 
entries to record transfers between office cash and bank is 
avoided. 


The “ Details ” column on the credit side of the Cash Book 
is mainly used to record the analysis of cheques drawn for 
office purposes (¢.g., where a cheque for £50 is drawn in respect 
of wages, £25, salaries,. £15, and petty cash, £10, these latter 
figures will appear in the “ Details “ column). 

When a cheque received from a customer is dishonoured 
owing to lack of funds, it is necessary to reverse the original 
entries made in the Cash Book, the amount of the dishonoured 
cheque being credited in the “ Bank ” column and debited 


to the account of the customer thus restoring the original ~ 


ition. Similarly if discount has been allowed to the 
Store the anoni of such discount must be cancelled 


inability to pay on the part 
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entries may, therefore, be allowed to stand, the only entries 
relating to the dishonour being contained in the Bank Pass 


Book, contra items being entered therein in respect of -the 
dishonour and re-presentment of the cheque. 


7. BANK RECONCILIATION STATEMENTS. 


Note carefully the five possible reasons given in the text 
book for any disparity between the cash book and pass book 


balances. The only intimation a bank customer has of the. 


charges made by the bank is the entry in his pass book and 
the debit slip included among the paid cheques returned 
therewith, and in order to complete the cash book records 
the bank pass book must be examined for such items. The 
appropriate entries should then be made in the Cash Book 
in respect of bank charges, interest and commission. A 
Reconciliation Statement can then be drawn up in the man- 
ner illustrated in the text book. Do not overlook the fact 
that when the bank account is overdrawn the normal pro- 
cedure for reconciliation is reversed. In order to provide a 

anent record such statements are frequently written 
in the Cash Book. 


It is usual to commence the statement with the pass book 
balance: which is thus brought into agreement. with the Cash 
k. 


It should be noted that the heading of the Pass Book (or 
loose-leaf bank statement) may indicate that the details 
represent a copy of the customer's account in the books of 
the bank or a copy of the bank’s account in the books of the 
customer. In the former case the Pass Book (or statement) is 
headed “Mr. Customer in Account with — Bank” and 
payments-in are shown on the credit side and withdrawals 
on the debit side, while in the latter case the Pass Book (or 


statement) is headed, “— Bank im Account with Mr. 


Customer” and payments-in are debited and withdrawals 
credited. | ala 


8. POST-DATED CHEQUES. 


Post-dated cheques are cheques bearing a date later than. 
the date on which they are drawn. They cannot be cashed 


until the date named thereon and if they are paid into a 


i E 


for the banker to return them to safeguard himself. 


bank for collection before this date the normal procedure is ` 


v 


o 2 
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The suggested methods of recording post-dated cheques 
in the books of (a) the payee and (b) the drawer should be 
noted and it should be borne in mind that all post-dated 
cheques still outstanding at the date of the Balance Sheet 
should be regarded as debtors and creditors in the books of 
the payee and drawer respectively. i 


9. PETTY CASH RECORDS. 


Although the Imprest System and the Analysis System 
are almost invariably used together they are quite. distinct 
and each has its advantages, viz. :— 


Advantages of the Imprest System are :— 


(1) The money in the hands of the petty cashier is limited to the 
imprest amount. (This imprest amount is often termed the 
petty cash “ float ”.) 


(2) This (maximum) sum becomes diminished in amount as the 
month, or other fixed period, proceeds; thus the imprest 
amount is held only for a short period. 


3) Extravagance will be revealed by keeping a watch on the 
l amount refunded to the petty cashier period by period 


(4) There is a sound check on the petty cashier, who may = called 
upon at any time to account for the imprest amount in cash or 
vouchers for payments since the last balancing date. 

Advantages of the Analysis System are :— 


1) An analysis of the expenditure is immediately available for 
5 posting to the various nominal accounts at end of the 


(2) The sources of any ieee or decreased expenditure axe 
revealed. 


of the book is provided, ` 
6) A check or ae columns must together equal the total i in the < j pA 
total column. EEN: 
It should be observed that the term “imprest” dis not 
confined to petty cash as it can be applied to any case when * 
the original fixed amount is restored by making up the ae res 
amount expended or used, ¢.g., it may be applied to posta 2 
stamps. T re 
In addition to the methods described in the text a 
a modern form of keeping petty cash is to use carbon 
duplicate petty cash books, the petty cashier eing te 
imbursed by the total payments shown on. tare sheet. The 
cash is handed. over in Bien for the The payment heck t 
which | the relat nami attached. = ok and pay 
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_ Cash Book. 
Details. Bank. 


N.L. i 
19— Folio £ s. d. £ 8. d 
Jan. 14. By Petty Cash :— 


Travelling Expenses ».- 25 310 0 
Stamps and Telegrams ... 35 200 
Carriage ... et: ase, 49 3 0 
Sundries ... ee Bb) 7 6 





10. COLUMNAR CASH BOOKS. 


Separate Receipts Cash Books, and Payments Cash 
Books, are sometimes used where the number of entries 


The purpose of Analysis Cash Books will be appreciated 
later in your studies when self-balancing ledgers are discussed. 
At this stage, therefore, the rulings illustrated in the text 
book should be studied as a matter of general interest. 


— ew — 8 = 


PRACTICE WORK. 
If time permits work all the exercises at the end of the chapter 
for the sake of practice, particularly 3C and 3 (not to be 
submitted to the College). 


=o oo 


For Test Paper, see separate booklet. 
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THE LEDGER; ADJUSTMENTS; PREPARATION 
OF FINAL ACCOUNTS. 


READING: “ Vickery’, CHAPTER IV. 


1; GENERAL SURVEY. 


This chapter is an extremely important one as it 
covers matters which are very frequently the subject 
of examination questions. The contents must be 
thoroughly mastered before proceeding further. 

The sections on adjustments call for particular attention 
as the subject-matter almost invariably provides a source 
of difficulty to students. This can usually be traced to the 
fact that elementary principles have not been properly 
grasped. l 

Almost every examination paper in book-keeping 
contains a question on the preparation of final accounts. 
The importance of this section of the chapter cannot, therefore, 
be too strongly emphasised. 


2. CLASSIFICATION OF LEDGER ACCOUNTS. ` 

The Ledger contains a permanent record of all transactions 
classified according to their nature. All accounts are in this 
book and the double entry must be completed therein. 

Theoretically there is only one ledger, but in practice 
it is usually subdivided for convenience as indicated in the 
text book. These are the usual divisions im the average 
business but naturally they may vary under different 
circumstances. Some’ businesses may have two or more 
Sales Ledgers or a special Investment Ledger, and soon. The 
principle remains same—a number of accounts bound 
together in one or more volumes. l 
3. NATURE OF ENTRIES IN THE LEDGER. RA | 

These have been covered in Section A, but you should 
take this opportunity of reVising the elementary rules. given 
therein. fi a T 
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The chart in the text book is worthy of special attention 
as it shows in an attractive and concise manner the connection 
between the various subsidiary books and the various ledgers. 
It does, in fact, illustrate a complete system of book-keeping 


up to the Trial Balance. 


You are advised to draft a chart on similar lines 
independently of the text book, to test your knowledge of 
the subject up to this stage. 


4. CONTRA ACCOUNTS. 

You must not overlook the fact that a customer may 
have two accounts in a trader’s books, one in the Sales 
Ledger, in which sales TO the customer are recorded, and one 
in the Purchases Ledger, in which purchases FROM the 
customer are recorded. These are termed contra accounts. 
It is customary, in such a case, for the parties to agree to 
transfer the smaller balance on one account to the contra 
account periodically, thus leaving only one balance outstand- 
ing. Such an entry is termed a contra entry. 


It should be noted that a transfer of this nature will almost 
invariably be a debit in the Purchases Ledger and a credit 
in the Sales Ledger. 


5. SUSPENSE ACCOUNTS. 


These are accounts opened to record matters in abeyance, 
i.e., any items which, owing to insufficient data, cannot at 
the time of entry be posted to their correct accounts. 

A Suspense Account may also be used when a difference is 
disclosed by the Trial Balance, the difference being debited 
or credited thereto pending the location of the error(s) 
responsible therefor. This class of Suspense Account is dealt 
with more fully in Note 13 of this Section. 


6. PERSONAL ACCOUNTS—BAD DEBTS. 


At the end of a trading period it is usual to consider each 
debtor’s account and any balances that are considered to be 
irrecoverable are transferred or written off to a Bad Debts 
Account—a nominal account in which such losses are recorded 
prior to being debited to the Profit and Loss Account. The 
entry is always the same :— : 

Dr. Bad Debts Account. Cr. Customer’s Account. 
‘Note the alternative treatment where debts written off are 
subsequently recovered. In practice the second method is 
to be recommended since it preserves a complete record in the 


. 
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debtor’s account. For examination purposes, when time is 
scarce, the first or short method may be adopted. 


In addition to writing off the debts as bad an entry can be 
made in a Memorandum Bad Debts Ledger in order to 
retain a permanent record of debts that have been written off. 
In this way such debts are available for periodical reference 
in the eventuality of an improvement in the affairs of the 
customers to which the debts relate or the location of a 
customer previously untraceable, thus enabling the trader to 
review, from time to time, the possibility of recovery of debts 
previously written off. 


7. REAL ACCOUNTS AND THEIR ADJUSTMENT. 


Fixed assets, whatever be their nature or the type of 
business in which they are employed, have the fundamental 
characteristic that they are held with the object of earning 
revenue and not for the purpose of sale in the ordinary course 
of business. The amount at which they are shown in the 
Balance Sheet does not purport to be their realisable value 
or their replacement value, but is normally an historical record 
of their cost less amounts provided in respect of depreciation. 
Depreciation represents that part of the cost of a fixed 
asset to its owner which is not recoverable when the 
asset is finally put out of use by him. Provision against 


this -loss of capital is an inevitable cost of conducting the | 


business during the effective commercial life of the asset and 
is not dependent upon the amount of profit earned. 

The various methods of allowing for depreciation are fully 
discussed in a later chapter, but at this stage you should note 
carefully the main features of the two commonest methods 
adopted in practice :— 

FIXED INSTALMENT SYSTEM. 


1. Equal amounts written off annually over known or estimated 
life. 


2. Does not in itself provide a fund for renewal. : 
3. Complications arise where additions to or disposals of the asset 
` take place, as separate calculations are necessitated. ; 


REDUCING INSTALMENT SYSTEM. : Sey Seis 7 
1. Fixed percentago on diminishing balance. 
2. Does not in itself provide a fund for renewal. 


3. Asset can never be entirely eliminated. fee: Oe | 
4. Decreases as repairs fend to increase. (Note that this is only 





a tendency and that in practice it rarely happens that re 
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Unless a residual value is decided upon, the calculation of a 
depreciation rate by the Reducing Instalment System is 
impossible ; for no rate less than 100 per cent. can reduce 
any balance to zero, however small that balance may be, 
and a rate of 100 per cent. would charge the whole of the 
cost of the asset to revenue in the first year. 


It should be noted that opinions differ as to the correct. 


method of treating additions in the first year of their 
existence. The following methods have been advocated :— 


(a) Depreciation calculated on opening balance and 
additions during year ignored. 


(b) Depreciation calculated on closing balance, a full year’s 
depreciation being written off the additions. 
(c) Depreciation written off additions proportionately, by 
‘. applying to them that fraction of the normal rate which 
is equal to that fraction of the year during which 
they have been in possession. 


(d) Depreciation written off additions at half-rate on the 
assumption (where specific dates are not given) that 
additions were made midway through the year. 


The first method (a) is usually applied in practice. 


8. DEPRECIATION AND FLUCTUATION. 


Market fluctuations in the value of fixed assets can 
be generally ignored for in a continuing business such 
assets are not held for resale so that their saleable values are 
immaterial for the purpose of valuation. Different con- 
siderations would apply, however, if a statement of affairs 
was being prepared in the bankruptcy of a sole trader or 
partnership or the liquidation of a company, for in those cases 
realisable values are required. | 


9. OBSOLESCENCE OF PLANT AND MACHINERY. 


Strictly speaking, the term obsolescence should only be 


used when an asset is replaced because of the introduction 


of new methods of manufacture or improvements in design. 


In practice it is applied to any loss which arises from the 


sale or scrapping of an asset before its cost has been 
under-estimate of the proper depreciation charge in the past, 
the whole of the loss should be written off at once as it refers 


to past years, not future ones. Under ‘the circumstances — 


4 SF 
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outlined in the text book, however, it is permissible to spread 
the loss over a number of years. 


Although obsolescence is not normally provided for in the 
ordinary annual charge for depreciation, exceptions to this 
rule are frequently encountered nowadays in cases where it is 
reasonably certain that the asset will become obsolete in a 
number of years (e.g., machinery employed in the manufacture 
of cars, aeroplanes, television receivers, etc.). In these cases 
the annual charge for depreciation is frequently calculated so 
as to include an estimated charge for obsolescence. Alter- 
natively, an attempt may be made to take obsolescence into 
account by writing off depreciation over a smaller number of 
years than would be necessary if there were no possibility 
of obsolescence. 


10. PLANT REGISTER. 

One of the drawbacks of the Fixed Instalment system of 
depreciation is that where additions and/or disposals are 
numerous, complications arise in computing the annual 
depreciation charge. This drawback may be largely overcome” 
by the use of a Plant Register, which takes the form of a 
record of data relating to each item of plant purchased and 
used by the business. A ruling for such a register would 
depend upon the nature of the plant and the statistical — 
information which it is necessary to preserve, but the 
ruling given in the text book will serve as a general guide. 

If necessary, additional columns may be inserted in the 
Register for costing data, e.g., running hours, fuel consump- ~~ 
tion, etc. | l 


11. ADJUSTMENTS IN NOMINAL ACCOUNTS. ; 

The following simple illustration shows the two different 
methods of dealing with an adjustment in respect of an 
accrued expense. The first method is usual in practice as it 


is more straightforward and involves less work. coe $ 


ended on that date 
must be 
adopted 


c 
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Dr. ADVERTISEMENTS ACCOUNT. Cr. 


19... £ 19... £ 
Dec. 31 To Provision ¢/d -.. 10 Dec.31 By Profit and Loss 
Account... 10 


19... 19... £ 
Jan. 2 To Cash ~... ... 10 Jan. 1 By Provision b/d «-. 10 


Alternatively instead of carrying the balance down in the samo 
account, it may be credited toa special Outstanding Expenses Account, 
thus :-— 


Dr. ADVERTISEMENTS ACCOUNT. Cr. 

19... £ 19... £ 
Dec. 31 To Outstanding Ex- Dec. 31 By Profit and Loss 

penses ... 10 Account ... 10 

19... £ 19... ; £ 
Jan. 2 To Cash «+ .. 10 Jan. 1 By Outstanding Ex- 

‘ penses ... 10 

== ` note 

Dr. OUTSTANDING EXPENSES ACCOUNT. Cr. 


£ 19... L 
10 Dec. 31 By Advertisements ... 10 
RE 


19... 
Jau. 1 To Advertisements 


It will be seen that the first method is the simpler and 
should be used when answering test and examination 
questions. In the second method the outstanding expense 
is transferred back in the new period to the Advertisements 
Account, where the expense, when paid, is debited. 


The points to note in connection with any adjustment of 
an expense account, are :— : 

1. THE DOUBLE ENTRY, #.¢., each adjustment r uires a 
double entry. (A balance carried down is a form of double 
entry.) i : 

2. That the transfer to Profit and Loss Account amounts to tho 
actual expense relating to the year. 

3. That at the end of the period of the accounts when the adjust- 
ment has been made, a balance remains on the ledger 
account. This balance will be a credit one (representing an 


accrued expense) or a debit one (representing an ‘amount paid 


in advance). 
4. The credit balance will appear in the Balance Sheet as a liability 
and the debit balance as an a only will the 


eventually paid, and the d 
the charge to the succeedin 
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In a similar way provision may be made for income 
accrued due but not yet received [e.g., interest and dividends 
accrued but not yet received] (when it is deemed prudent 
to anticipate its receipt) or income received which relates 
to a succeeding period [e.g., rents received in advance]. 
The double entry in respect of adjustments of income accounts 
may be summarised as follows :— 


(1) Income which applies to the current period but has not 
yet been received. 


Credit Nominal Account and bring down as a debit balance, 


which ap as an asset (Income Due but not Received) 
in the Balance Sheet. 


(2) Income received during the period which is applicable 
to a succeeding period. 


Debit Nominal Account and bring down as a credit balance, 
which appears as a liability (Income Received in Advance) 
in the ce Sheet. 

It should be noted that the above entries are the reverse of 
those necessary to record an adjustment of an expense, 
t.¢., there is a debit balance on the appropriate income 
account for a receipt accrued due, and a credit balance for a 
receipt in advance. 


The effect of such provisions is to charge the expense or 
loss, or credit the income or gain to the period in which 
the expense was incurred or the income became due 
(not necessarily when it was paid or received) or the loss or 
gain became apparent (not necessarily when it materialised 
in cash). i 


12. PROVISIONS FOR DISCOUNTS AND BAD DEBTS. 
For discounts allowable the provision or reserve is almost 
invariably calculated as a tage of the trade debts out- 
standing and should be calculated on the debtors less bad 
debts reserve as it would obviously be fallacious to provide 
for discounts allowable on debts which have also been provided 
for as bad. Similarly, discounts receivable are calculated as 
a percentage on creditors but are often ignored under the 
maxim ‘‘ Losses should always, but profits never, be 
anticipated °. In order to be consistent, however, it is 
quite logical to provide or reserve for discounts receivable in 
addition to discounts allowable. | 
A provision or reserve for discounts receivable has an 
opposite effect on profits to a provision or reserve for discounts 
allowable, for the former increases the profit (or reduces the 
loss) while the latter decreases the profit (or increases the 
loss). a | | een 
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In some businesses, the Bad Debts Reserve is computed 
after a careful consideration of each Sales Ledger balance. 
The more usual practice, however, is either to create a reserve 
equivalent to a certain percentage (based on past 
knowledge and experience) of the total debtors at the 
end of the trading period or to make annual transfers of 
round sums, e.g., £100 per annum, from Profit and Loss 
Account to Bad Debts Reserve Account, until the balance 
on the latter account is considered adequate. The former 
alternative is more usual in actual practice. 


The method of considering each debt may also be adopted 
when calculating the Discounts Allowable Reserve but in 
practice it is more usual to calculate this provision as a 
percentage on the debtors after deducting the bad debts 
reserve therefrom. 


Where there is already a Bad Debts Reserve in exist- 
ence (this will be the case in all years subsequent to’that in 
which the Bad Debts Reserve was first created) only the 
difference between the old reserve and the new reserve 
is charged to Profit and Loss Account. If the closing 
reserve is less than the opening reserve (this will be the case 
where the closing debtors are less than the opening debtors) 
the Profit and Loss Account should be credited with the amount 
of the reduction. In actual practice, the decrease in the 
amount of the reserve (opening reserve less closing reserve) is 
not credited to the Profit and Loss Account but is deducted 
{where possible) from the amount of bad debts written off in 
the accounting period. Similar considerations apply to dis- 
counts reserves when there is already a reserve in existence. 


A feature of a Bad Debts Reserve in practice is that it is 
usually made quite independently of any bad debts arising, 
the latter being charged against profits and not ‘against the 
reserve as would seem more natural. The net effect is the 
same. The reserve is a continuing one and is merely increased 
or decreased according to the increase or decrease in debtors, 
if the rate is fixed, so that if the reserve at the commencement 
of the year was reduced by charging bad debts against it, 
a correspondingly increased charge or decreased credit would 
be necessary when making the new reserve. The two accounts 
are sometimes amalgamated in this way, the reserve being 
brought down as a balance on Bad Debts Account. 
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Example. 


A Reserve of 5% on debtors is made at the end of each for bad 
debts. On 31st December, 19..., the debtors total £3,000 ad at 31st 
December of the following year, £4,000. The bad debts for the second 
yonr amount to £60. The Reserve, if made independently of Bad 

bts, would appear as follows :— 

Dr. BaD DEBTS RESERVE. Cr. 

19... £ 19... 

Icc. 31 To Reserve c/d ... 150 Dec. 31 By Profit and Loss 
Account ... 150 


inns 
19... £ 19... £ 
Dec. 31 To Reserve ed ... 200 Jan. 1 By Reserve bjd .. 150 


Dec. 31 ,, Profit and Loss 
Account ... 50 


£200 £200 
ape en Ty. = 


Jan. 1 By Reserve b/d ... 200 
The Bad Debts Account would appear as follows :— 


Dr. Ban DEBTS Account. Cr. 
19... £ 19... 
Dec. 31 To Customers’ Dec. 31 By Profit and Loss 
Accounts... 60 Account 60 
= een 


It will be seen that for the second year the Profit and Loss Account 
is charged with £110 for Bad Debts and Reserve. 


If the Bad Debts are charged against the Reserve, the transfer to 
Profit and Loss Account is still £110 as will be seen by the following 
account :— 


Dr. Bap DEBTS ACCOUNT. Cr. 
19... £ 19... £ 
Dec. 31 To Customers’ Jan. 1 By Reserve b/d ... 150 

Accounts... 60 Dec.31 ,, Profit and Loss 
6a Reservo cjd  ... 200 Account ... 110 
£260 £260 
one == 


19... £ 
Jan. 1 By Reserve bjd ««. 200 


The amount of £110 may be shown in the Profit and Loss Account 
as :— 
To Bad Debts and Reserve ... {110 
or a 
To Bad Debts ... We wa £60 
„ Bad Debts Reserve ... ... £50 
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Note carefully how reserves for discounts and bad debts are 
shown in the Balance Sheet in the text book. This method 
should be used when answering test papers and examination 
questions. 


The matter of provisions and reserves is discussed in further 
detail in Note 16, Section F. 


13. CLOSING THE BOOKS. 


In theory, any difference in a Trial Balance should be 
located before preparing the Trading and Profit and Loss 
Accounts and Balance Sheet, but in practice it is sometimes 
inconvenient to hold up the preparation of the final accounts 
pending the discovery of the error.. The Trial Balance is 
therefore, in such circumstances, made to “ balance ” by the 
insertion of an item ‘‘ Suspense Account (Difference in 
Books) °. For example, suppose the: total of the credit 
side of a Trial Balance is £10 less than the debit total. A 
Suspense Account will be credited with £10 so that all the debit 
balances may equal the credit balances. Later, it is dis- 
covered that the Sales Day Book had been undercast by £10. 
This means that the credit to Sales Account is actually £10 
short, thus causing ‘the difference in the Trial Balance. The 
£10 credited to Suspense Account should, therefore, have been 
credited to Sales Account, and to rectify matters the entry 
is transferred from one account to the other, thus :— 


Dr. Cr. 
£ £ 

Suspense Account sia oi = .. Dr. 10 7 
o Sales Account... ve ME yeas 10 


Being transfer on location of error in addition 
of Sales Day Book fol.— 


In a question calling for a journal entry to correct an error 
affecting the Trial Balance, you should assume that the 
difference on the Trial Balance has been temporarily written 
off to a “ Suspense Account”, | 


Example. 
The book-keeper to F. Blank, being unable to balance his books 
as at 3lst December last, opened a “‘ Suspe DIE el 
Re onb fis dlacrepaney: pen uspense Account” in which 
_When checking the books of F. Blank, you discover the following 
Ərrors :— ; sa ee | 
(a) The discount allowed to customers was correctly posted to 

the personal accounts, but the discount column inthe Cash 

i È overcast bs LS count column in the Cash 
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(6) The Purchases Book additions for November were cast and 
posted as £22,176, but should have been £22,426. 


(c) Goods returned (£10 8s. 4d.) by J. [ones had not been posted 
to his account from the Returns , and the credit side 
of his ledger account had been over-added by £5 10s. Od. 


(d) A cheque (£21) received from X.Y. in settlement of his account 
had been returned dishonoured and had bcen posted to the 
debit of “ Allowances Account”. 


You are required to give the amount of the discrepancy entered in 
the “‘ Suspense Account ™ by Blank’s book-keeper, and show how you 
would rectify the above errors. 


Solution. | 
JOURNAL £ s d £ 3 d. 

(a) Suspense Account ... aa Dr 15 0 
To Discounts Account ... 15 0 0 


Being correction of error in cast of 
Cash Book fol.— 


(b) Purchases Account ... «. Dr. 250 0 0 








To Suspense Account ... ase 250 0 0 
Being correction of error in cast of 
rchases Book fol_— Sin 
(c) Suspense Account ... oa Dri 10 8 4 
To J. Jones vas TP ara 10 8 4 
Being returns inwards omitted and 
now rectified. 
J. Jones aa es a. Dr. 510 0 
To Suspense Account ... sas 510 0 
Being correction of error in cast of 
ledger account. 
Eeue wort n Dn 20 0 
©) To Allowances Account .. 21 0 0 


EE : 

The amount entered in the Suspense Account was £230 Is. 8d. to 
the debit. This is balanced by the credit postings of £250 and 
£5 10s. Od., less the debit postings of £15 and £10 8s. 4d. * 


Note carefully that if an error has been made it does not 
necessarily require a double entry to rectify the matter. 
Suppose, for exam le, that in extracting the balances of the 
Sales Ledger a debit balance of £50 was overlooked. The 
Trial Balance would be £50 short on the debit side and the 
difference could be entered temporarily to the debit of 
Suspense Account. When the error is discovered the Suspense 


Account will be credited with £50 but no debit entry u 


wired as the balance is in*the books but was merely omitted = 


fram the Trial Balance. If, on the other hand, the error was ` 
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not discovered but the balances were correctly extracted at 
the next balancing date (including the Suspense Account 
balance) it would be found that the Trial Balance was £50 
short on the credit side. The Suspense Account would then 
be credited and the error rectified although never located. 


Thus an undiscovered error in a Trial Balance may quite 
easily reflect in a subsequent Trial Balance although in the 
opposite way. Hence the advisability of carrying any 
difference to a Suspense Account in preference to writing off 
the difference to (say) “ Sundry Expenses Account”. 


Where the Trading and Profit and Loss Accounts and 
Balance Sheet are prepared before the errors are discovered, the 
difference, which may be either a debit item or a credit item, is 
usually shown in the Balance Sheet as “ Suspense Account 
(Difference in Books) ”. Some authorities, however, while 
agreeing that a credit balance should be shown on the liabilities 
side, advocate the writing off of any debit balance to Profit 
and Loss Account. It must be emphasised, however, that 
every attempt should be made to locate a difference in a Trial 
Balance, as the opening of a Suspense Account is merely a 


temporary expedient, pending location of the actual error or 
errors. 


It should be clearly borne in mind that the above rules apply 
only to those errors which affect the arithmetical agreement of 
the Trial Balance. The five classes of errors which are not 
disclosed by the agreement of the Trial Balance are dealt 
with by means of a transfer between the accounts con- 
cerned and not through the Suspense Account, since there is no 
balancing entry to be eliminated in respect of these errors— 
see item (d) in the example on the previous page. 


14. THE TRADING AND PROFIT AND LOSS ACCOUNTS. 


These are dealt with in detail in a subsequent chapter, but 


the general composition of these accounts should be bserv: 
carefully at this stage. : i 


The Trading Account is compiled to show the gross 
profit or loss which is determined by setting off the cost 
of purchase of goods (or, as the case may be, the cost of 
production) against the net sales (że. sales less returns 
inwards). [The term “ turnovér” is often used to signify 

the net sales of a business.] eee 


Lad 
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The Profit and Loss Account reveals the net profit 
or loss which remains after the distribution, administration 
and financial expenses or overhead expenses have been 

against the gross profit (or added to the gross loss) 
and the items of incidental income or gains have been added 
to the gross profit (or deducted from the gross loss). 


These accounts are drawn up to show the trading results 
for a period-and this fact should be reflected in the heading. 


In practice and in examination questions it is usual to show 
the Trading and Profit and Loss Accounts on one sheet 
of paper, and to carry the balance of the former to the latter, 
the complete document being headed :— 


Trading and Profit and Loss Accounts 


15. BALANCE SHEET. 

This is not an is n 
question of debit and credit or “ To” and “By” in this 
statement. A Balance Sheet shows the position “as at” < 
piven date: it must not he headed “for the year ended’. 

cept in the case of banks and finance companies, the 
assets are almost invariably arranged in the order 
of permanence, and this order should, therefore, always 
be adopted when answering test and examination questions. 









The Balance Sheet shows the profit earned since the date 
of the last Balance Sheet, #.¢., it shows the increase in the net 
` assets of the business during that period. _ Not only does it 
enable the profits to be determined, but it also enables the 
absorption of such profits to be ascertained by means of a 
comparison with the previous Balance Sheet, t.c., whether 
they are represented by an increase in stock or sundry debtors 
or in fixed capital, e.g., plant and machinery, or whether they 


are represented by actual liquid resources. Unless profits are 3 


represented to a considerable extent by an increase in the 


net assets. 


ha 


iqui urces, the payment of a dividend or the with- 
an of chon ayy aoa deplete the workin; capital xs 
of the business. Conversely, losses suffered since the date of 
the last Balance Sheet will be revealed by a decrease inthe = 


ty eae” Fer: 
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- The complete illustration, given in the text book, of the 
method of drawing up final accounts from a given Trial Balance 
calls for careful study, as it is typical of the type of question 
which so frequently occurs in examination papers. You are 
strongly advised to prepare your own solution to the question 
and to compare this with the solution given in the text book, 
noting carefully any points where you have gone wrong. 
The journal entries in the solution in the text book 
illustrate the transfers involved, but unless specifically 
called for they should not be given when answering 
examination and test questions. 


16. WORKING EXERCISES. 


When answering questions requiring a complete set of 
accounts, they should be prepared and presented in the 
following order :— ` 

Journal for opening entries. 

Sales, and other Day Books. 

Cash Book. 


Ledger Accounts. These should be grouped into Real 
Accounts, Personal Accounts, Nominal Accounts. 
Trial Balance. : 
Journal for closing entries. 
Trading and Profit and Loss Accounts. 
Balance Sheet. ; 


PRACTICE WORK. 
Work as many of the questions at the end of the chapter as 


time will permit, particularly 4K, 4L and 4 
mitted to the Colleae) á asia 


For Test Paper, see separate booklet. 
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BILLS OF EXCHANGE AND BILL BOOKS. 
READING: “ Vickery”, CHAPTER V. 


1. GENERAL SURVEY. 

The fact that a whole chapter of the text book has been 
devoted to Bills of Exchange indicates the importance that 
should be attached to this class of transaction. Before the 
book entries can be understood it is necessary to grasp the 
precise nature of these transactions and the first part of the 
chapter must, therefore, be read carefully. 

The actual entries are comparatively straightforward but 
particular attention should be paid to the entries neces- 
sary when a bill is dishonoured or retired. 


Z. NEGOTIABLE INSTRUMENTS. 


A Negotiable Instrument is an instrument of which the 
. transfer by delivery, or by indorsement and delivery, gives to 
a bona fide transferee for value an absolute title to the property 
in it, t.¢., a title free from any defects in the title of a previous 
holder. 


Note the various types of document which come under 
this heading and the requisites of negotiability. Cheques 
. and bank notes are common types of negotiable instruments 

in everyday use. l 


3. STATUTORY DEFINITION OF A BILL. 
The Bills of Exchange Act, 1882, defines a bill of exchange 
git, An unconditional order in writing, addressed by 
one person to another, signed by the person giving it, 
requiring the person to whom it is addressed to pay 
on demand or at a fixed or determinable future time 
a sum certain in money to, or to the order of, a speci 
fied person, or to bearer.” ince joe 
i ition should be orised and the severalrequire- 
ante oily noted, for ey bill of exchange must comply - A 
with the above definition. : | | 
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The creditor who draws and signs the bill and to whom the 
money is owing is called the drawer. The debtor who is 
ordered to pay the amount of the bill and by whom the money 
is owing, t.¢., the person drawn upon, is termed the drawee. 
The person named on the bill as the one to whom the money 
is to be paid is known as the payee. 


The drawee cannot be legally liable to pay the bill until he 
has indicated his acceptance of the terms. This is effected by 
the drawee “ accepting ” the bill, ¢.¢., writing across its face 
the word “ accepted ” accompanied by his signature and the 
date. When this has been done the drawee is then known as 
the acceptor and as such is legally liable to all parties to the 
bill. This use of the word “ acceptance ” in connection with 
bills of exchange must be carefully distinguished from its 
usual meaning. 

A bill may be payable “ to order” or “to bearer”. If 
payable to order, it must be indorsed, t.e., signed on the back, 
by the person named in it as payee, who then becomes an 
indorser (or endorser). He may himself present the bill for 
payment or he may transfer it, after indorsement, to another 
person or holder, who may then present it for payment. 


If a bill is payable to bearer no indorsement is necessary 
before either transfer or payment, and payment must be made 
to any person presenting the bill to the acceptor. 


4. DAYS OF GRACE. 


_ For the purpose of calculating the amount of discount 

it is important to note that in the case of bills payable in 

the United Kingdom, other than those drawn on demand 

or at sight, three days, known as Days of Grace, are 

Tae vote om of the bill, so that a bill drawn on, say, 
anuary Ist, at three months, falls due for pa 

Ist April, but on the 4th April. Pee ie oa 


5. DUE DATE. 


The determination of the due date of a bill occasionall 
presents difficulty. Note that the expression “ month 
means calendar month. The following examples will make 
this clear. A bill drawn 3 months after date on 28th Feb- 
ruary falls due for payment on 31st May with days of grace or 


28th May without them. 
A bill drawn 3 months after date on 30th November falls 


due for payment on 3rd March with days of grace or 28th/29th 


_ February without them. 


A 
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[f drawn at so many months after sight this date must 
be added by the acceptor of the bill and the period will 
commence therefrom. 


If a bill is drawn at so many days after date or after sight 
the date from which the period is to commence is excluded in 
determining the due date. Thus a bill drawn on 15th March 
payable 60 days after date will be due on 17th May, including 
days of grace, or 14th May without them. 


When the due date of a bill falls on a Sunday, Christmas 
Day or Good Friday, the bill is due for payment on the 
preceding business day but if the due date is a bank 
holiday other than Christmas Day or Good Friday or 
a Sunday immediately following a bank holiday, the 
bill will not fall due for payment until the succeeding 
business day. 


6. PAYMENT AND DISHONOUR. 


A bill must be presented for payment on its due date and 
if not paid when presented is said to be dishonoured. When 
this occurs it is usual for the bill to be “* noted ”’, 4.¢., it is 
handed to a notary public who re-presents the bill to the 
acceptor for payment. If the bill is not met he attaches a 
note to it to the effect that payment has been refused and 
states the reason given for nok paymant This procedure 
enables independent evidence of the 

be obtained. 


If a foreign bill is dishonoured, it is legally necessary, in 


addition to noting, to ‘* protest ™ the bill in order to preserve i ; a 


the holder's rights. 


7. FOREIGN AND DOGUMENTARY BILLS. 
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without obtaining the documents of title and these will only 
be surrendered by the bankers' agents against acceptance 
(D/A) or payment (D/P) of the bill according to the financial 
standing of the importer. 


In order to provide a greater security for the discounting 
banker a bill may be drawn for an amount considerably less 
than the value of the goods in respect of which it has been 
drawn. Alternatively a banker may withhold a portion of the 
proceeds until the bill has been paid. 


8. ACCOMMODATION BILLS. 


These bills are drawn merely for the purpose of obtaining 
temporary accommodation for either the drawer or acceptor, 
in other words, no valid consideration passes between the 
principal parties. Although such bills are not in respect of 
legitimate trade transactions no difference in treatment is 
necessary in the books of account. 


9. FORM OF BILL AND STAMP DUTIES. 
The following illustrates the usual form of an inland bill :— 


INLAND BILL OF EXCHANGE. 


No 20. 
£202. Birmingham, 8th May, 19... 


Three months after date pay to our Order the sum of 
two hundred and two pounds... Value received. 


per pro. Hard Metals, Limited, 
3/- E. Tri 


ristram, 
IMPRESSED Director. 
STAMP | 
To Mr. James Brown, 
49, Queen Street, 
Liverpool, 2. 





[The above bill would be accepted by J. Bigwa writing 


TEE face of the bill “ Accepted, James Brown, 12th May, 


All bills of exchange are required by law to be stamp 
before they are valid and legally enforceable. The sere 
stamp duty must be memorised. 3 } 


For the rane of the Bills ofsExchange Act an inland bill 


is one both drawn and payable in the British Isles or 
drawn in the British Isles on a person resident therein. 


a 
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All other bills are foreign bills for this purpose. For purposes 
of Stamp Duty, however, all bills, whether inland or foreign, 
must be stamped at the ordinary rate (1s. for each £100 or 
part thereof) unless they are both drawn and expressed 
to be payable outside the United Kingdom, but actually 
paid, indorsed or negotiated in the United Kingdom, in which 
case they should be stamped at the lower rate (6d. for each 
£100 or part thereof). Note that “ British Isles ” includes 
the Channel Islands and the Isle of Man, but that “ United 
Kingdom ” does not. 


The distinction between bills which are liable at the ordinary 
rate of stamp duty (1s. for each £100 or part thereof) and those 
which are liable at the lower rate (6d. for each £100 or part 
thereof) is best explained by means of a few examples :— 


(a) Bill drawn in Calcutta on person resident in 
London. For the purpose of the Bills of Exchange 
Act this is a foreign bill, but as it is payable inside the 
United Kingdom the stamp duty is the ordinary 
ls. per cent. 

Bill drawn in South Africa on person resident in 
Paris but actually indorsed in the United Kingdom. 
This is a foreign bill “ drawn and expressed to be payable 
outside the United Kingdom” and as it has been in- 


(b 


— 


dorsed in the United Kingdom it must be stamped at 


the lower rate of 6d. per cent. 


Bill drawn in the Channel Islands on person 
resident in the Isle of Man but actually negotiated 
in London. For the purposes of the Bills of Exchange 
Act this is an inland bill (both drawn and payable in 
the British Isles) but as it is both drawn and payable 
outside the United Kingdom it is only liable at the 
lower rate of 6d. per cent. for stamp duty purposes. 


(c 


al 


10. PROMISSORY NOTES. : | 

Promissory Note is defined by the Bills of Exchange Act, 
E as ‘‘an 7 nconditional promise in writing made by 
one person to another signed by the maker, engaging 
to pay, on demand or at a fixed or determinable future 


time, a sum certain in money to, or to the order of, a e 


specified person or to bearer °’. Promissory notes are 


seldom used except in money-lending businesses, and, whether — 


ayable on demand or not, they must bear ad valorem star 
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as an acknowledgment ofa debt, on the understanding that their 
payment shall not be enforced without due notice. 


Observe how promissory notes differ from bills of exchange. 


Study the actual illustrations of bills of exchange and 
promissory notes as given in the text book. 


11. BILL BOOKS. 


These are a subdivision of the journal and are only used 
if the bill transactions of a business are numerous. 


They provide a complete history of each bill and the rulings 
given in the text book should be memorised. Entries therein 
are posted in detail to the personal accounts of the persons 
from whom the bills are received (not necessarily the acceptor) 
or to whom the bills are given (usually, but not necessarily, the 
drawer). The totals are posted periodically to the. Bills 
Receivable Account or the Bills Payable Account as the case 
may be, in the same way that the periodical totals of the 
Sales and Purchases Day Books are posted to Sales Account 
and Purchases Account respectively. 


The essential double entry resulting from the entries in the 
Bill Books may be summarised as follows :— 
BILLS RECEIVABLE BOOK : 
Debit Bills Receivable A/C (in total periodically). 
Credit Customer’s Personal A/C (individually). 
Bitts PAYABLE BooK: 
Debit Customer’s Personal A/C (individually). 
Credit Bills Payable A/C (in total periodically). 
No new principle of book-keeping arises in the use of the 


Bill Books, and you should experience no difficulty in answer- 
ing questions involving a knowledge of these books. 


12. DISCOUNTING BILLS. 


To discount a bill is to pay the face value of the bill, less a 
deduction representing interest on the amount for the period ~ 
the bill has to run, in exchange for the right to receive pay- 
ment of the bill from the acceptor on its due date. In this 
way a creditor is enabled to obtain immediate payment of a 
debt which is not actually due until a future date. 

This service is usually obtained from a banker—the banker 
pays over to the drawer the amount of the bill Jess discount 
and receives payment of the bill from the acceptor on its due 


date. 


trading period. 
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It is frequently necessary in an examination question to 
calculate the amount of discount charged when discounting 
a bill. The formula given in the text book should, therefore, 
be memorised. 


Great care must be exercised in determining the period 
of time which must be brought into the calculation. 
Remember that with the exception of bills drawn “on 
demand ” or “ at sight ”, three days of grace are added to 
the term indicated on the bill and’ the term already expired, 
when the bill is discounted, is deducted. © 


Example.: 


Calculate the amount of discount on a bill of exchange for £500 
dated 1st March, payable in 4 months and discounted on 5th April 


at 5 per cent, ! 
The due date is 4th July, so the number of days from 5th April to 
the dua date will be Z5 (pul) +31 (May) + 30 (June) + 4 (July) = 90. 
Applying the formula, the discount is found to be :— 
500, 5 | 90 _ 
i X ioo * 365 7 203% 34 : 
When a bill is discounted with the bank, itis NOT correct 
to enter the discount in the discount column (Dr. side of Cash 
Book) and to debit the bank column with the net amount. 
The correct method is to debit the bank column in the Cash 
Book and credit Bills Receivable Account with the full — 
amount of the bill, and then to make a credit entry in the 





' bank column for the amount of interest charged which will be 


‘scount on Bills Account (or Banker's Discount = 
eens This. will ensure that the interest will eventually 
reach its proper destination, instead of being diverted to 
the ordinary Discount Account, and also enable the entries 
in the Cash Book to be more easily verified with the entries 


in the bank pass book, for it is the practice of bankers to sory 
record the two entries in the customer's account separately = 










ia He n Bills Account will be transferred 
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as 


Example. 


A three months’ bill dated 1st July for £500 is presented to the 
drawee, the consignee of goods, for acceptance on 6th August. He 
decides to retire the bill immediately. Assuming interest is calculated 
at 5 per cent. per annum indicate the amount which he must pay to: 
the holder. 

6th August to 4th October = 59 days. 
59 5 500 
365 x 100 x ee £4 Os. 10d. 
.. Lhe amount payable is— 
£500 — £4 Os. 10d. = £495 19s. 2d. 


Te 


Rebate = 


A bill may be retired for reasons other than that the 
acceptor wishes to pay the amount before the due date, 
c.g., because the acceptor desires its withdrawal to avoid 
dishonour. In this case the parties must be placed in the 
same position as before the bill was given. The entries. 
subsequent to retirement will then depend upon the arrange- 
ment made between the parties. In all probability the 


defaulting acceptor will be charged with interest. The book _ 


entries in such a case are summarised in Note 17 below. 


14, DISHONOUR OF A BILL PAYABLE. 

When a bill payable is dishonoured the book entries are 
such that the position before the bill was accepted is restored. 
If, for example, J. Jones accepts a bill for £100 drawn on him 
by T. Thompson, the entries in J. Jones’s books will. be— 

Debit T. Thompson's A/c £100. = aay 


Credit Bills Payable A/c £100. 
If the bill is dishonoured these entries will be reversed thus— 
Debit Bills Payable A/c £100. 


Credit T. Thompson's A/c £100. 


If the dishonour gives rise to charges which must be borne 
by J. Jones although paid in the first place by T. Thompson 
(e.g., Notarial Charges), Jones will debit an expense account. 
(¢.g., Notarial Charges Account) and credit T. Thompson. 


15. DISHONOUR OF A BILL RECEIVABLE. 


It is essential that the book-keeping entries necessary 
upon the dishonour of a bill receivable that has been 
discounted should be thoroughly grasped. Remember that 
when a bill is discounted, the Bank Account is debited (value 
coming in).and Bills Receivabie Account credited (value 


ss 


going out) with the full amount of the bill. When the bill 
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is dishonoured, credit the Bank Account, and debit the . 
account of the person from whom the bill was received, not 
the Bills Receivable Account. Similar entries should be 
made when the bill is dishonoured after it has been paid into 
the bank for collection on maturity. 


Noting charges should be credited to the Bank Account, 
and debited to the same personal account. 


If, however, the bill has been retained by the trader and 
not discounted or paid into the bank for collection on 
maturity, when the bill is dishonoured the account of the 
person from whom the bill was received is debited and Bills 


Receivable Account credited. 


If the bill has been negotiated to a creditor, when the bill 
is dishonoured the account of the person from whom the bill 


was received will be debited and the creditor's account 


16. BILLS RECEIVABLE LEDGER. 


credited. x : B G 
“yO 
The ruling of a Bills Receivable Ledger given in the text 


book should be examined but it should be noted that this 


type of book is not very common in practice. If such a book 
is used it takes the place of the Bills Receivable Account in 
the Impersonal Ledger. 


17. ENTRIES IN THE BOOKS. 


The following is a summary of the double entry required 


in connection with bill transactions. 


IN THE BOOKS OF THE ACCEPTOR. 


(a) When a bill is accepted : 
Debit the Creditor’s Account and 
Credit Bills Payable Account. 
If there are several bills, the total only is posted Gan : 
the bill book to credit of Bills Payable Account. 


(b) When a bill is met : 


Debit Bills Payable Account and pit ip ae 
Credit Bank Account. Beer : 
(c) When a bill payhile is” ‘dishonoured BNL OOS 
Debit Bills Pay: oada SAT YTA aa nan JET 


Credit the Creditor’s ‘Account, are wag YS 
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Debit an expense account (¢.g., Notarial Charges Ac- 
count) with any expenses arising out of the 
dishonour which have been paid by the creditor 
but which must be borne by the acceptor. 

Credit the Creditor’s Account with these expenses. 


(d) When a bill is retired and payment made: 


Debit Bills Payable Account and 
Credit Bank Account - 
with face value of the bill 
Debit Bank Account and 
Credit Rebate on Bills Account 
with amount of rebate calculated as in Note 13 above. 


(e) When a bill is retired for any other reason: 


Debit Bills Payable Account and 
Credit the Creditor’s Account. 


(f) When a new bill is given with interest in place of 
one retired : 


Debit Bills Payable Account and 
Credit Creditor’s Account 
with the amount of the old bill. 


Debit Interest Account and 
Credit Creditor’s Account 
with the amount of interest. 


Debit Creditor’s Account and 
Credit Bills Payable Account 


with the new bill given (i.e., for amount of old bill plus 
interest). 


(NoTe.—In practice, ‘the debt due to the creditor is 
frequently discharged partly in cash and partly by the giving 
a bill for a smaller sum than the amount of the retired 


IN THE BOOKS OF THE DRAWER. 


(g) When a bill is received from customer : i $ 
Debit Bills Receivable Account and 
Credit the Customer’s Account. 


If there are several bills the total only is posted from the . 
bill book to debit of Bills Receivable Account. —  ž 


ae 
Pe | 
ae 
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(4) When a bill is discounted : 


Debit Bank Account and 
Credit Bills Receivable Account 
with face value of the bill 
Debit Discount on Bills Account and 
Credit Bank Account 
with discount charged by the Bank. 
(s) When a bill is negotiated to a creditor : 


Debit Creditor’s Account and 
Credit Bills Receivable Account. 


(7) When a bill is met by customer (if the bill has not 
been discounted) : 


Debit Bank Account and 
Credit Bills Receivable Account. 


(k) When a bill receivable is dishonoured : 
Debit the Customer’s Account with the full amount 
of the bill. 
If the bill has been discounted : 
Credit Bank Account. 
If the bill has been negottated to a creditor : 
Credit Creditor’s Account. 
If the bill has been retained : 
Credit Bills Receivable Account. 
Debit the Customer's Account with any charges or 
expenses arising out of the dishonour. 
Credit Bank Account or the Expense Account to 
which the expense has been charged. 
(1) When a bill is retired : 
(1) To avoid dishonour : 
A new bill will be given and the entries will 
be as in (m). The old bill will be cancelled by 
the following entries :— 
Debit Customer’s Account with face value of the bill. 
If the bill has been discounted. 
Credit Bank Account. 
If the bill has been retained. 
Credit Bills Receivable Account. 
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S” 


(2) Because the acceptor wishes to pay before the due 
date : 


Debit Bank with the cash received. 
Debit Rebate on Bills Account with the amount of the 
rebate, calculated as in Note 13 above. 
Credit Bills Receivable Account. 
(m) When a new bill is given with interest : 
The old bill will be cancelled as shown above in (ł) (1). 
Debit Customer’s Account and 
Credit Interest Account 
with the amount of inlerest charged. 
Debit Bills Receivable Account and 
Credit Customer’s Account. 
with the new bill (t.e., for amount of old bill plus interest). 
(NoTE.—In practice, the debt due by the debtor is frequently 
discharged partly in cash and partly by the giving of a new 
bill for a smaller sum than the amount of the retired bill.) 


REVISION. 


The entries necessary to record all simple trading 
transactions have now been fully discussed and a definite 
stage in your studies has been reached. At this point you 
should, therefore, undertake a careful revision of the ground 
covered, particular attention being paid to those points upon 
which you have experienced difficulty. 


Se ees — eee ee eee 


PRACTICE WORK. 


Work Exercises 5P and 5R and others if time permits (not to 


be submitted to the College). | 


For Test Paper, see separate booklet. 
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FINAL ACCOUNTS. 
READING: “ Vickery ”, CHAPTER VII. 





i. GENERAL SURVEY. ` 


The preparation of final accounts is of paramount 
importance to the examination candidate and a mastery of 
the principles involved must be obtained. 


Particular attention must be paid to :— 

(a) the types of expenses chargeable to the various 
accounts (Manufacturing, Trading, Profit and Loss 
and Appropriation), and 

(è) adjustments in respect of matters not already brought 
into the accounts. | 


An examination question may involve the e preparation of ee 
final accounts from :— ea 


(a) a Trial Balance, or 
(b) a list of balances. or 
(c) a summary of transactions. 


Preparation from a Trial Balance should not cause difficulty — 
if the fundamental distinction between capital and revenue | 
(see Note 14) is observed. Preparation from a list of balances PAP 
may cause difficulty if the solution is not attempted — it 
systematically. There is no need to write up a separate ae Sa 
Trial Balance unless you have ample time at your di 
A better plan is to add up the list of balances and iid Be 
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result by two: this gives the total of each column o the Trial i 
Balance. The credit items in the list of balances can th 
ringed ” (they are invariably fewer in nw mber t than the a A 
debits) and totalled. The“ result should equal- the p we- 
ascertained Trial Balance total and if this is s so so the a curacy oe 
of the Trial Balance is proved. Occasic nae r» howe er, t less ot 


f balances is not complete, and the differen erence bets cen wets 
e debit and credit sides of the clase - Tria il Balan ce will | 
have to be made up from parti from the | a 
question. For example, | the ee al ccount 
may be omitted, e > greater the 
3 difference between the t two; a. e’ Trial Balance can- 
Ses as represen ese nt ting ; 4 n E pital balance. | 
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indicating that some other item should be included in addition 
to the capital item, thus particular attention should be 
paid to the wording of the question. This type of question 
is a test of your general knowledge of Book-keeping, and 
no all-embracing rule can. be laid down except that the 
Trial Balance must be made to agree, and that if it does 
not the question will give you the clue to any discrepancy 
in it. Where there is a history of the purchase of a business 
and the credit balances are in excess, the deficiency on the 
debit side can reasonably be attributed to the omission of 
goodwill. 


Where preparation from a summary of transactions is 
required a most thorough understanding of the principles 
of double entry is essential, for it will usually be necessary 
to make a number of important adjustments before the 
final accounts can be compiled. It should be noted that 
all entries which appear in the Trial Balance will only appear 
once in the final accounts. Items which do not appear in 
the Trial Balance (¢.g., closing stock and adjustments) must 
appear twice in the final accounts—i.e., once as a debit, 
and once as a credit. The following illustration will 
demonstrate these points, and should be carefully checked. 


|Example. 


From the following particulars, you are required to draft Trading 
and Profit and Loss Accounts for the year ended 31st December, 19—, 
and a Balance Sheet as at that date. 


X goes into business on the 1st January, 19— with a capital com 


f Cash at Bank £13000 ; Stock £9,000; and Premises £2,500. He 


o 
has also borrowed £6,000.. His transactions for the first year aro 
classified as follows:— | -i£ 
wv „Purchases aaa Dr a a e 20000 
A ue Loe ae a FA yr awe av i 
received for Goods Si sA S «30,000 
«^ -Zash paid for Goods ... ee te ore 0 
h paid for Salaries ... ee ae ae saa 700 
~w” „Qash paid for Wages ... o wre se --- 1,000 
ash 'paid for General Expenses ss “i wo 500 
| epayment of Loan ... ak ia wee --- 4,000 
v^ Gosh paid for Carriage Inwards siesta RANTES wees 450 
counts allowed to Customers sce RAE AANE TS 400 | 
eturns Inwards ese * ses ses aca! s.. 450 y 
V Petars Outwards wn wy 
` ->Milterest paid on Loan ... 


A Stock on hand at 31st December, he $ 6,500. 


All payments are made by cheque, and all cash received is paid. 4 ; 


immediately into the bank. 


‘ r ʻ ii + i, - m 
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The-best way of dealing with such a question is to write 
up a summarised cash account, total accounts for debtors 
and creditors, and any expense accounts for which there are 
outstandings. (If time presses these may be roughly drafted 
in skeleton form.) In this way the totals required for the 
_ preparation of the Trading and Profit and Loss Accounts and 
. Balance Sheet can be obtained with the minimum of trouble. 


The accounts for which balances are required may be completed as 
follows :— 








Dr. . SUNDRY CREDITORS. pe 
To Bank 11 ses 19,000 By Purchases ... ... 20,000 
» Returns Outwards ... 550 $ 
r Balance c/d.... aes 450 
£20,000 £20,000 
—ae 4 
By Balance b/d. Sas 450 
Dr. SUNDRY DEBTORS. rie 
aie see 32,800 Bank A ... 30,000 
noses Py Returns Inwards ... 450 
» Discounts Allowed ... 400 
» Balance c/d. eee ka hr] 
£32,000 £32,000 
=a ca 
To Balance b/d... so. 1,150 
Dr. BANK ACCOUNT. a 
To Balance ane .. 13,500 By Sundry Creditors ... 19,000 
on Sundry Debtors acc 30,000 F Meen rag ts “709 
», General Expenses 5 
», Drawings Account . 800 
», Loan Accom x Be 
» Carriage Inwards . 
„ Interest on Loan . 
»» Balance cjd. 16,690 





£43,500 £43,500 


š —= == 

To Balance b/d... «:. 16,690 
LOAN ACCOUNT. a 
Dr. í : y 
a as 6 000 

Bank T .. 4,000 By Balance s ; s 

a Balance c/d. we. 2,000 : 
£6,008 ; £6,000 
—— a 


By Balance b/d. a. 2,000 
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STOCK ACCOUNT. 
Dr. Cr. 


CRRI me! 
To Balance... see 9,000 By Trading Account ... 9,000 


To Trading Account ... -6,500 


The final accounts can now be prepared as follows :— 


TRADING AND PROFIT AND LOSS ACCOUNTS 
FOR THE YEAR ENDED 3lst DECEMBER, 19.... 























Dr. Cr. 
£ £ £ £ 
To Stock ist January ... 9,000 By Sales 32,000 
», Purchases 20,000 Less Returns 450 
Less Returns 550 31,550 
19,450 ,, Stock 3lst December 6,500 
1 eae 1,000 
Seiten Inwards ... 450 
» Gross Profit cjd. ... 8,150 
£38,050 £38,050 
= Eee] 
To Salaries i $5 700 By Gross Proft bjd ... 8,150 
„ General Expenses .. 500 
» Discounts Allowed . 400 
» Loan Interest ay 360 
» Net Profit transferred 
to Capital Account 6,190 
£8,150 £8,150 
BALANCE SHEET 
as at 31st December, 19— 
Liabililies. Assels. 
£ 
Loan J 2,000 Premises Pe wee 200 
Sundry Creditors 450 Stock ... m eee 6,500 
Capital as a aie ae sundry Del Debtors .. 1,150 
anuary, A ; k Fe a 
Add Net Profit aon 16,620 


for Yeartodate 6,190 





25,190 
Less Drawings 800 





24,390 








£26,840 £26,840 


Esai pS 


Nores—(1) It is assumed that the loan interest (£360) is for the 
year. 


(2) The commencing cafital (£19 ,000) is ascertained 
ras tae in the Ge thera 
entry :— 


A 
` * 
J y A . 
t pea 


in the following Jounal 
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Ee ap a L 
£ £ 
Cash at Bank Dr 13,5 
k see s os 9,000 
Premises ace to 2, 
To Loan ... Sad bee wee ss 6,000 
a Capital s.. CET] eas aga 19,000 
Being assets, abilities and capital as 
at Ist January, 19.... £25,000 £25,000 
pets oo R: ay 





2. PRESENTATION. 

A Balance Sheet may be prepared from a given Trial 
Balance by merely abstracting the “ capital ” items but it is 
obvious that attention must be paid to style, ¢.¢., the 
marshalling of the assets and liabilities in the Balance Sheet 
in the order best fitted to the type of business under 
consideration. 


Although a question may not specifically require it, 
accounts should be divided into Manufacturing Account, 
Trading Account, Profit and Loss Account and Profit 
and Loss Appropriation Account if sufficient details 
are given in the question to enable this to be done. 
Strictly speaking a Manufacturing Account should show the 
cost of manufacture only and not the Gross Profit on Trading 
which is shown in a Trading Account; and also a Manu- 
facturing Account should be debited with net consumption 
figures after adjustment of stocks on hand of the various 
materials used in manufacture. The term Manufacturing 
Account is, however, often used when a combined Manu- 
facturing and Trading Account is meant. 

en doubt arises as to the correct allocation of an expense, 
hottie to Manufacturing, Trading or Profit and Loss Account, 
consider the nature of the business concerned. The 
name of the company or the class of items involved may give — 
some guide as to this. Thus, if part of the assets consist of 
machinery and plant it may be assumed that the concern is) 
a manufacturing concen. In a manufacturing company 
wages are part of the cost of production, but they are 
a distribution expense in a retail company. - ait 


opinion differs as regards whether an item : ge 
ceeald he nba in the Manufacturing, Trading or Bis 


at tt p bositian of the item is a matter of- 
opinion. The same rule applies vhere insufficient 
given in the question to enable you top 
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Adjustments should not be collected together in the 
Profit and Loss Account. Adjust the appropriate expense 
or income item and remember that the Balance Sheet is also 
affected. Visualise the book entries in the impersonal 
accounts when an adjustment is made. For example, if a 
quarter’s rent amounting to {50 is due this would be debited 
to rent account and credited to the same account below, 
as the opening balance for the new period. Thus the transfer 
to Profit and Loss Account for rent is increased by £50, 
and as the £50 is also a credit balance on the account this 
will appear in the Balance Sheet on the liabilities side as 
“ Rent Due, £50 ”. 


3. MANUFACTURING ACCOUNT. 
_ As its name implies, the Manufacturing Account is confined 


to ascertaining the cost of manufacture, although it may also 
be designed to show the manufacturing profit or loss. ° 

Obviously, this account can only be prepared when 
manufacturing operations are carried on. 

The simplest form of Manufacturing Account will include 
all expenditure directly incurred in manufacture. The total, 
representing the cost of production, will be carried down to 
_ the Trading Account. i 

If -you are required to draft a Manufacturing Account 
in the examination, it is at least advisable to adjust the stock 
of raw materials on the debit side of the account to give a 
figure representing “ materials consumed ” as shown in the 
text book (i.e. opening stock plus purchases less closing 
stock). It will be realised that this figure is of far more 
significance in relation to output and sales than “ purchases”, 
for of the latter a considerable amount may still be in stock 
and will not, therefore, have been used in production during 
the period under review. 

_ The treatment of stocks should be noted very carefully. 
Raw Materials and Work in Progress must be dealt 
yim the nora Account, for both these items 
constitute part of the manufacturing operations of the period. 
Finished Goods, however, represent the result of nade ban 
and cannot, therefore, be an element in the cost. They are 
dealt with in the Trading Account to enable the cost of 
goods actually sold during the period to be computed. __ 

When working questions which admit of alternative treat- 
ment of any items of expenditure,re.g., depreciation of plant 
and machinery, it is important that alternatives should 
be. clearly indicated by means of footnotes. see 
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The following summary of items chargeable to the 
Manufacturing Account: should be noted :— 


Debit all expenses incurred in producing the goods to the point 
when they are saleable, e.g., Carriage inwards, wages, 
materials consumed, factory rent, rates, etc. 


Credit the cost of production (i.e., total of above expenses, trans- 
ferred to Trading Account). 


(See Example in Note 8.) 


Alternatively the market value of the output may be 
credited to the Manufacturing Account in order that that 
account may then reveal the gross profit or loss on manu- 
facture as distinct from the gross profit or loss on sales. 
Under this method two objects are achieved :— 

(1) The Trading Account is placed in the same position as 

if the business, instead of producing the goods, had 
bought them from outside suppliers. 

(2) The Manufacturing Account is made to reveal the 

efficiency or otherwise of the factory. 

The gross profit on manufacture will be transferred to 
the credit of the Profit and Loss Account, together with — 
the gross profit on sales as revealed by the Trading Account. 

A gross loss on manufacture is not transferred to the debit 
of the Profit and Loss Account, but is deducted from the D 
gross profit on sales on the credit side of the Profit and 
Loss Account. PRE ; i nF 
the market value is introduced into the Man actur- Aa 
e in place of the cost of production and such EEE as 
value is in excess of the cost of production it is nex y ton sor i 
eliminate the unrealised profit from the value of the stock — 
of finished goods at the end of the accounting period ten 8 oi 
profits will be anticipated. For example, if market Salae 
has been taken at 25 per cent. in excess of cost price an BERT 
assuming stock of finished goods has been valued at £5, ,000 Sr 
then £1,000 (¢.¢., 1y of £5,000) must be reserved in res ct of ese 
unrealised profit. ‘This adjustment will be effected by: a debit ee 
of £1,000 to Profit and Loss Account and a deduc tion of 
£1,000 from the value of stock of finished goods in the: 

Balance Sheet thus reducing the asset to £4,0 000. Serer A 

a Bear i in mind that when i pe de ae i ‘values to cc On 
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equivalent to 20 per cent. on 125. Thus the following table 
can be compiled :— 
20 % on cost price = 169% on market aoe (or selling price). 
9 O. O. 


0 d = 20 % 
333% do. =25 % do 
50 % do. == 334% do 
75 9 do = 428% do 
100 % do = 50 % do 


4. WORKING OR PRODUCTION ACCOUNTS. 


These are, in effect, manufacturing accounts relating to one 
particular branch of a firm’s activities, and may be designed 
- to show (a) the cos? of conducting that activity, or, in addition 
(b) the profit or loss thereon. 


5. THE TRADING ACCOUNT. 

The simplest form of a Trading Account is that of a merchant 
and will include the opening and closing stocks, purchases 
and sales. 

Note. however, that to some extent the Trading Account 
is capable of variation although not to the same extent as 
the Manufacturing Account. The primary object of the 
Trading Account is to ascertain the gross profit or loss and 
whatever the nature of the business (merchanting or manu- 
facturing), and whether or not a Manufacturing Account on 
the lines indicated above is prepared, the Trading Account 
must show this result. It will be noticed from the illustrations 
in the text book that, whatever form is adopted, each discloses 
the gross profit or gross loss. 

The following items will appear in the Trading Account:— 

Debit opening stock of finished goods, the cost of finished goods 
produced (transferred from Manufacturing Account) and 
the cost of any finished goods purch . If no manu- 
facturing account is given, the costs of production must be 
debited here. 

Credit sales and closing stock of finished goods. 

Sometimes. however, although a Trading Account is asked 


for, sufficient data is supplied to enable Manufacturing and 


Trading Accounts to be prepared. In such a case, by a 
mirable arrangement of figures it will still be possible to 
ow :— | : : 
_ (a) cost of materials consumed, 
(b) cost of production, and 
(c) cost of goods sold. 
(See example in Note 8.) 


| In ‘some examination questions At is impossible tamaha 
the figures into Manufacturing Account and Trading Account 


as indicated above, due to the omission of vital data. Thus, 
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only one figure may be given for stock, so that it is impossible 
o distinguish between raw materials, work in progress and 
finished goods. In such cases, a reasonable assumption must 
be made as to the nature of the stock or, alternatively, the 
Manufacturing or Trading Account will have to be combined 
(practically in the form of the normal Trading Account) to 
show the gross profit on sales. 


6. WHE PROFIT AND LOSS ACCOUNT. 


XIn this account all those expenses which have not been 
charged in the Manufacturing Account or in the Trading 
Account are accounted for, so enabling the net result to be 
determined.X ; 
There is no established order in which items should be 
set out in a Profit and Loss Account, but a sequence frequently 
adopted in practice and which is recommended to the student 
for use when answering test papers and in the examination is 
as follows :— 
Debits 1.. Gross Loss (if any). 
2. Charges common to all businesses, e.g., rent, 
rates, office salaries, etc. 
3. Charges common to all businesses of the 
particular class concerned, e.g., travellers’ 
salaries and commissions, etc. 
4. Charges peculiar to the particular business, 
¢.g., Staff bonuses. 
5. Extraordinary expenses, ¢.g., renewal charges, 
defalcations. 
6. Finance charges, e.g., loan interest. 
Credits 1. Gross Profit (if any). : : 
2. Miscellaneous income, e.g., rents received, = 
discounts received. a 
Examination questions sometimes require the preparation = 
‘of Profit and Loss Account and Balance Sheet only, the Trial — 
Balance having been prepared, in such cases, after the Trading _ ee 
Account has been completed. It will then be found that the - 
gross profit or loss appears as one of the balances and is —— 
entered to the credit or the debit of the Profit and Loss = 
Account, as the case may be. The stock which appears in — 
the Trial Balance in such cases is the CLOSING stock, which, 


being a ledger account balance and not an adjustment, 
requires entering once only in the final accounts, viz., in the 
Balance Sheet. The Hines eee longer appears, having = 
already been debited to Trading Account prior to the 
extraction of the Trial Balance, 5 2o o 
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Similarly, a Trial Balance may show a debit for materials 
consumed and also a debit for stock. In such a case the stock 
figure is that for the end of the period, the opening stock 
having been transferred to a Materials Consumed Account. 
The purchases for the period would also be transferred to 
this account. The closing stock will have been recorded by a 
debit entry in Stock Account, with a corresponding credit 
in the Materials Consumed Account. In such circumstances, 
when the final accounts are being prepared only one entry is 
required in respect of the closing stock, which must be shown 
only in the Balance Sheet and nor in the Trading Account (or 
Manufacturing Account). | 

Example. 

In a set of books kept on double entry principles the ledger accounts 
showed the commencing stock as £1,500, Purchases and Purchases 
Returns for the period as £17,000 and £500 respectively. The closing 
stock was valued at £2,000. It is decided to extract a Trial Balance 
after a Materials Consumed Account has been prepared. Show the 


ledger accounts after the necessary adjustments have been correctly 
recorded. 




















Solution. 
Dr. STOCK ACCOUNT. Cr. 
panel (eRe 
To Balance 6/d.... .. 1,500 | By Transfer to Materials $ 
| Consumed Account 1,500 
£1,500 £1,500 
ar ieee 
To Materials Consumed 
Account 2,000 i : 
Dr. PURCHASES ACCOUNT. Cr. 
£ 
To Purchases ... ane 17600 | By Returns nee gut £00 
| ,, Transfer to Materials 
Consumed Account 16,500 
£17,000" £17,000 
as oe 
Dr. MATERIALS eae ACCOUNT. Cr. 
To Stock Account 1,500 ; By Stock Account wae 2,800 
„ Purchases Account... 16,500: ,, Balancec/d....  ... 16,000 
£18,000 | £18,000 
i Eae EEEn 
To Balance b/d. ...  ... 16,000 . fin. 


Thus it will be seen that both closing stock and materials 
consumed are represented by debit balances ; the latter, being 
an expense, is transferred to the Trading Account (or Manu- 


facturing 
Balance Sheet. 


Account), and the former, an asset, is shown in the 


a el 
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7. THE APPROPRIATION ACCOUNT. 
This account shows how the net profit brought down from 
the Profit and Loss Account is dealt with. It shows :— 
Debit 1. Net Loss (if any). 
2. All expenditure which is dependent on profits being made. 
3. Interest on Capital, Partners’ Salaries, Interest on 
Current Accounts (in the case of partnerships). 
4. Dividends, General Reserves (in the case of companies). 
Credit 1. Balance of Profits brought forward from previous period 
(in the case of companies). 
2. Trading Net Profit (transferred from above). 
3. Interest on Drawings (in the case of partnerships). 


8. EXAMPLE OF FINAL ACCOUNTS. 


The following example should not be merely glanced at 
but should be carefully checked through, ticking off each 
item as it is understood. 


The following balances were extracted from the books of The Pernet 
Manufacturing Company Ltd., as at 31st December, 19... 
Profit and Losi A ecnant debit balance from last year 7,862 
Stock of Raw Materials, 1st Jan., 19... avs we 32,641 
Stock of Finished Goods Ist Jan., 19... aa .. 1,860 
Factory Power and Light ... ove ee .. 3,642 
General Expenses ee eas see ane «. 4,785 
Purchases 


Work in Progress, 1st Jan., 19... T x eae j 
Returns Inwards Boa see ssa uve see 864 


Returns Outwards ... aaa cea aoe ee. 3,241 
Management Salaries ... ase ene ane we 3,522 


Otoi Salecies <> eg ng saaa E 

Directors’ Fees ... wae re awe ee wea 750 

Discounts Allowed Seg wee ae PoP ae 

Travellers’ Salaries and C mS... ee “ss 9,89 
ne mee waa sis wae «. 4,700 

Sales ase eee oe. ose ase ses ous 229,159 

The following matters require to be taken into account :— 
(1) Accrued expenses: Wages £996; Office Salaries, £226; 


Directors’ Fees, £750. ou id to 
turing Wages, £541, had been paid workmen n 
(2) TEL a: Pais Loose Tools for the company’s use, but 


the requisite transfer had not been made. } dade ae 
(3) Manufacturing Account is to be charged with two-thirds of 
— General Expenses and Management Salaries. 


(4) Reserve £500 for fine under an uncompleted contract now 


subject to litigation. 

(5) Provide for depreciation as follows :— 
Plant and ’ ie ase eee ene 

Loose Tools (after adjusting (2) above) ... 


Tepes 


Office Furniture enue sas ssa vr, ‘ees are? 48 f 


aus 2,940 — 
454 


eT. 
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OT 


(6) The following valuations were made :— £ 
- Stock of Raw Materials ... S oe ... 28,740 
Work in Progress ... ee ere “ce vw. 9,641 
Stock of Finished Goods ... wee nae .. 1,420 
(7) Reserve 24 per cent. for Travellers’ Commissions outstanding 
on December Sales, which were £13,960, and provide £123 
asa Hoots for Bad Debts, and £500 for Debenture Interest 

accru 


Prepare Manufacturing, Trading and Profit and Loss Accounts for 
the year ended 31st December, 19.... 
Solution. 
THE PERNET MANUFACTURING CO., LTD. 


MANUFACTURING, TRADING AND PROFIT AND LOSS 
ACCOUNTS | 


FOR THE YEAR ENDED 3lst DECEMBER, 19.... 




















Dr. í í Cr. 
To Materials Consumed :— By FACTORY COST OF 
Stock, aS £ eal GOODS COMETRE issa 
an., 19...... : uri e year, c/d. ... 186,263 
urch ... 76,495 e y / 
Less Returns 3,241 
—— 73,254 
105,895 
Less Stock, 
31st Dec., 
ib eee tre 28,740 
77,155 
stant Be suring W ee: 
’ u Wages 
”  4.£996—{541) . 87,423 
» Power and Light .. 3,642 
» ery Repairs .. ... 1,267 
T reciation :— - 
ant and Machinery 2,940 
General eraits (3). 
ge aa 3,190 
„ Management Salaries (#) 2, 
FACTORY COST OF PRO- 
DUCTION ... an a 
Work-in-Progress, ist Jan. 
19... 8 eaa eee sea 13,844 
Baits = > — 195,904 
Less Work-in-Progress, 31st 
Dec., 19... se. eoa 9,641 F os 
£186,263 
i- od 
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T £ £ 
o Factory Cost of Goods com- - By Sales ass ves 229,159. 
pleted during deepal b/d. Br 263 Less Returns ... 864  . 
Stock of F -228,295 
1st Jan., 19 ey Aand 860" hips 
188,123 . 
Less Stock of Finished 
Goods, 31st Dec., 19... ... 1,420 ° 
COST OF GOODS SOLD... 186,703 ' 
» Gross Profit, c/d. ... .. 41,592 ' 
£228,295 ` £228,295 
Ree ey 
To Office Salaries S (£3,842-+-£226) 4,068 | By Gross Profit, b/d. ... ... 41,592 
ent Salaries (4) 1,174 ey 
2 ” General (3) ace 1, 595 | 
»» Lxavellers’ ies and So je 
mission (£6,894-+-£349) ... 7,243 RTE 
Outwards ... ws 4,700 


ry] ” Discounts Allowed sus auu 174 j a i 
»» Bad Debts Reserve ... 123 | 7 
, Directors’ Fees (£750-+-£750) 1,500 ; : 
z , Debenture Interest ... ae 500 
- 7 Derenin of Office Furni- S 
ture eas ess 84 s CN Pan 
» Net Profit, c/d. “04 ws» 20,431 | geri 











i 
t 
| 
year... | 
Ty) Reserve for Fine eve ase "500 i 
„ Balance, c/f... ue ave us| 













NOTE Ss :— 
15 The res in brackets are given to explain 
qe iera Ee are cae These figures 
_ entered in practice, | 
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can be applied. If any value remains in the business to 
represent a debit balance (e.g., the balance on Plant and 
Machinery Account) such balance will appear in the Balance 
Sheet. If not, it must be an expense to be written off by 
transfer to the Manufacturing Account, Trading Account or 
Profit and Loss Account, unless the expenditure represents 
deferred revenue expenditure, e.g., advertising expenditure 
covering a period of years, when it may be charged to revenue 
over a number of years, the balance of the expenditure not 
written off being shown temporarily as an asset in the Balance 
Sheet. With regard to credit balances, the question arises, 
“ Is the business under an obligation to refund the value to 
an outside party (including the proprietor) ?” Anegative answer 
indicates a gain or profit to be transferred to the credit side 
of the Manufacturing Account, Trading Account or Profit and 
Loss Account. An affirmative answer indicates a liability to 
be shown in the Balance Sheet. 


2. If an item appears in the Trial Balance itself, 
it has been passed through the books, and will appear 
once only in the final accounts, either in the Manufacturing 
Account, Trading Account, Profit and Loss Account, or 
Balance Sheet. For example :— 

(a) Rent: Dr. balance—an Expense—appears in Profit 

and Loss Account. 

(b) gak: Dr. balance—an Asset—appears in Balance 

eat! | 

(c) Sales: Cr. balance—appears in Trading Account. 

(4) Stock: Dr. balance—if only one item appears, and 
this is in the Trial Balance, it is a Balance Sheet 
item, representing closing stock; the Trading Account 
(or Manufacturing Account) adjustments must have 
been, made in Purchases Account (or a special Materials 
Consumed Account) so that the balance on the latter 
represents Materials Consumed (see Note 6). | 


„ 3. If an item does not appear in thè Trial Balance, 
but is shown in the list of adjustments or apportion- 
ments to be made, it has not been passed through 
the books and will require to be shown twice in the 


final accounts. ` For example :— 
(a) Final Stock: shown in the Trading Account (credit 
' side) and also in the Balance Spates an asset. g 
(6) Depreciation: shown in Manufacturing Account, 


Trading Account or. Profit and Loss Account as an 
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expense, and in Balance Sheet as a deduction from the 
asset. 

(c) Rates Prepaid: deducted from Rates item which 
appears in Profit and Loss Account, and shown as an 
asset in the Balance Sheet. 


4. When answering questions requiring the preparation of 
final accounts for a trading period of less than twelve months, 
remember that where depreciation is to be written off at a 
certain percentage per annum, care should be taken to ensure 
that the correct portion of the yearly depreciation is debited 
to Manufacturing Account or to Profit and Loss Account. 


Where there are additions to an asset and the dates of the 
additions are not given, depreciation should be calculated on 
the balance of the asset account at the beginning of the 
current period (not at its close), so that depreciation on 
the additions is ignored (except, of course, where there are 
instructions to the contrary). When the dates of additions 
are given, depreciation should be charged thereon for the period 
from date of purchase to the end of the trading period, unless 
instructions to the contrary are given in the question. 


5. When making the adjustment for Bad Debts Reserve 

at the end of the period, remember that only the difference 
between the reserve at the beginning of the period and the Pee, 
new reserve is charged to Profit and Loss Account. If the 
closing reserve is less than the opening reserve the amount 
of the reduction must, of course, be credited to Profit and 
Loss Account (or deducted from the amount of bad debts | E ee 
written off on the debit side of Profit and Loss Account). is 


6. Remember that a Reserve for Discounts on Debtors Be 
is debited to Profit and Loss Account while a Reserve ta | a ave 
Discounts on Creditors is credited to Profit and Loss Account. — Bee 
It is surprising how often students debit both reserves to 3 
Profit and Loss Account when obviously a reserve for x 
















toa 


discounts allowable must have an opposite effect to | 
a reserve for discounts receivable. — Bee 2a ; ; 
As in the case of Bad Debts Reserves (see (5) pate = a 
there is already a reserve in existence, only the : ference e 
between the opening and closing reserves is taken Re rof obs 
and Loss Account. ae 
7. Should you find that your “accounts d cS 
balance, first check the casts and then yoi shoul ld— arue 
(a) Re-check all the adjustment ents, tick cing es ch one as 
yous enecki it into o the ro accounts, iF eas eae 


eat 
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(6) Check all items from the Trial Balance into the 
accounts, ticking each one. 
If this is done methodically, the error will be disclosed by 
an unticked item. 


10. MISCELLANEOUS INSTRUCTIONS. 


The following points which often give rise to difficulty 

should be noted carefully. 

1. Wages.—In the absence of detail these should be 
debited to Trading Account (or Manufacturing Account 
if one is required). 

2. Salaries.—Debit Profit and Loss Account. If wages 
and salaries are combined in one item, debit Profit and 
Loss Account and cover the point with a footnote. 

3. Carriage and Motor Expenses.—If no information 
is available as to whether these are “inwards” or 
“ outwards ”, they should be charged to Profit and Loss 
Account, but the lack of information must be covered 
by a footnote explaining that carriage, etc., inwards is 
chargeable to Trading Account-- (or Manufacturing 

_ Account). - 

4. Trade Expenses.—Expenses such as subscriptions 
and donations are usually included under this item, 
which should be regarded as an expense of adminis- 
tration and debited to Profit and Loss Account. ` 

5. Depreciation of Plant, Machinery and Tools, and 

Repairs to Plant and Machinery.—If a Manufacturing . 
Account is to be given, these items should be regarded as 
part of the cost of production and debited thereto. 
Where, however, a Manufacturing Account is not 
required, opinions differ as to whether these items should 
be debited to Trading Account or Profit and Loss Account. 
In such cases, it is considered that they are more correctly 
charged to Trading Account, as they are directly incurred 
in the production of goods which are to be sold. Which- 
ever method you adopt, however, it is desirable to add 
a footnote as to the alternative treatment. 

6. Cash on Account of Work in Progress.—This is 
a credit balance on debtors’ decata RAT out of 
the fact that the customers have not been debited with 
the contract price of work in progress. It does not 
affect the Trading Accoyut but must be deducted 
from the Work-in-Progress on the assets side of the 
Balance Sheet. : a A gee 
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7. Drawings of Partners are neither charges against 
nor appropriations of profit and must be deducted from 
Capital or Current Accounts in the Balance Sheet. 

8. Apprentices Fees.—That portion written off should be 
credited to the same account as that to which manu- 
facturing wages are debited, as the Fees are usually 


returnable in the form of wages and this treatment acts ` 


as a “ set-off ”. 


il. THE BALANCE SHEET. 

All balances which remain in the books of account, after 
preparation of the Profit and Loss Account, must be included 
in the Balance Sheet. As this statement portrays the balances 
at the last moment of a financial year, so it also shows the 
balances at the first moment of the next succeeding financial 
year. | 
Generally speaking, Liabilities are Obligations; and 
Assets are Properties and Rights. 

Certain authorities contend that the use of general headings 
for a Balance Sheet, such as “ Liabilities ” and “ Assets ” is 
inappropriate and unnecessary, but as mentioned in Note 15, 
Section A, the matter is not free from doubt and examination 
‘answers should be qualified accordingly. The various items, 
whatever may be their sequence or designation, should, 
however, be grouped under appropriate headings (see Note 22, 
Section H). 

12. KINDS OF ASSETS. 

Frxep. Assets of a more or less permanent nature held 
solely for use, ¢.g., buildings, plant and machinery. 

WASTING. Those fixed assets which, by their nature, are 
gradually consumed or exhausted by use or effluxion of 
time, ¢.g., mines, quarries and leases. 

FLOATING, CIRCULATING OR CURRENT. Assets held for 
subsequent conversion into cash, e.g., debtors’ balances, 
ae A particular form of floating assets, which are 

UID. parti orm o : i R 
a be almost instantly converted into money, ¢.g., cash; 


bills receivable. 


Fictitious. Assets which do not possess any realisable ~ 


~ value, £g., “ Obsolete Plant—balance not yet written off”. 
Assets may also be divided into :— ee 

` TANGIBLE. Assets which can be handled, Us cash, stock. 
INTANGIBLE. Invisible assets, ¢.8., goodwill, patent rights, 


copyrights. _ 
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This latter division is, however, sometimes difficult to apply, 
and is not recommended to the student. 

Assets which are fixed assets in one business may be 
floating assets in another, ¢.g., furniture is a fixed asset 
in an hotel, it being held solely for use; but to a furniture- 
dealer it becomes a floating asset, it being held solely for sale. 
Other examples will readily come to your recollection. 

An item that often causes difficulty is investments, and in 
deciding whether this asset is fixed or floating the purpose 
for which the investments are held must be considered. 
If they are held solely for the sake of dividends and interest 
they should be regarded as fixed assets, but if they are held 
for re-sale on the appreciation of market values or as a 
temporary investment of surplus capital, then they are 
floating assets. Where doubt is experienced in deciding 
whether investments are fixed or floating assets, 
they should be regarded as fixed assets. 


The normal basis of valuation of assets is: 
FixEepD AssETS—at cost, less depreciation calculated on 
the basis of their estimated useful life. 


FLOATING AssETs—at cost or current market price, 
whichever is lower. 


In the Balance Sheet the assets and liabilities should be 
marshalled in logical order, and the basis of valuation of 
the fixed assets should be disclosed. 


Assets are usually set out in the order of permanence, t.e., 
fixed assets followed by floating assets and fictitious assets. 
Intangible assets such as goodwill appear first. 


Memorise the following usual sequence of assets :— 
. Goodwill. 

. Freehold Land and Buildings. 
Leasehold Land and Buildings. 
. Plant and Machinery. 

. Fixtures and Fittings. 

. Motor Vehicles. 

Stock. 

@) Raw Materials, 

7 Work in Progress, 

é 


8. Sundry Debtors. 

9. Bills Receivable. 
10. Cash at Bank. 
11. Cash in Hand. 3 
12. Fictitious Assets.. 
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Ina sole trader's business, “ Sundry Creditors ” is usually 
the first item on the liabilities side followed by loans and 
advances and finally the balance of the Capital Account of 
the trader. 
(The requirements of the Companies Act, 1929, as to com- 
panies’ Balance Sheets will be dealt with at a later stage.) 


13. THE FUNCTIONS OF THE BALANCE SHEET. 

A Balance Sheet is not intended to show the realisable 
value of the assets at a given date. In fact, it will readily 
be appreciated how impracticable it would be to record in 
books of account day-to-day fluctuations in the value of assets. 
Further, fixed assets are not held for resale, so that except in 
the somewhat rare circumstance in which their sale is 
imminent, no useful purpose will be served by constructing 
a Balance Sheet to reflect their realisable values. On the 
other hand, floating assets are held for resale, but to reflect 
their saleable values in a Balance Sheet would amount to an 
anticipation of profits which may never materialise. If, 
however, the saleable value is below cost, the Balance Sheet 
should reflect the former value, in accordance with the rule 
of prudent accounting that anticipated losses should be 
provided for. 

The Balance Sheet, therefore, is constructed to show the 
value of the business as a going concern and for this 
purpose fixed assets are valued at cost less depreciation 
calculated on the basis of their estimated useful life and 
floating assets at cost or market price whichever is the lower. 


14. CAPITAL AND REVENUE EXPENDITURE. 

From what is said in the text book it will be seen that all 
expenditure that may properly be regarded as capital 
expenditure must be represented by more or less + le 
assets, whereas nothing remains to represent expenditure 
that has been incurred on revenue account. If there is any 
doubt, it is advisable to treat expenditure as of a revenue 
nature. 


Any expenditure incurred in the erection of fixed 


assets can properly be charged to capital. For example, 


if the workmen employed by a contractor erected a new shed - 


in the yard their wages should be charged to an asset account. — 


this involves a transfer from wages account to an 5 
T at c.g., Buildings. ` e such an adjustment 


EPET deducted from the relative expe ses | 1 
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wages and materials) and added to the particular asset in 
the Balance Sheet. 


Note the special treatment of Deferred Revenue Expendi- 
ture and Extraordinary Revenue Expenditure: in both 
cases the object is to equalise the charge over the accounting 
periods so that the true profits will be shown in each period. 


15. DEPRECIATION. 


The nature of depreciation and the necessity for providing 
for this loss have already been discussed in an earlier chapter 
and the main features of the fixed and reducing instalment 
methods should now be revised. 


It is very frequently argued in support of the reducing 
instalment system of providing for depreciation that as the 
charge for repairs increases that for depreciation decreases. 
While this fact is not disputed its significance should not be 
pressed too far. It does not necessarily follow that because 
of this phenomenon the charge will be equitably distributed 
over the life of the asset, for the two influences are not proved 
to be of equal weight. Further, it should be remembered 
that depreciation and repairs are quite distinct factors in 
that the provision for repairs does not obviate depreciation. 


The main features of other methods are— 


1. Depreciation Sinking Fund. 
z Provision for replacement. 
(6) Equal annual charges against profits. 
(c) Asset Account kept intact until renewal when old asset is 

written off to the Sinking Fund Account. 

2. Endowment Insurance Policy. — : : 
(a) Similar to above except that the investment is an Endow- 
(b) eee o ai cifkes | th : : 

e Premium fixes the amount to arged against 

profits. . £ si 


3. Pareme memod, i 

a) Annual revaluation owing to the possible wide variation: 
in value of certain assets such as live stock. lene Uan e 

(b) Loss shown on revaluation charged against profits. ~ 

4. Annuity method. 

3 Fixed amono. written off. i 
(b) Interest on diminishing bal i ` Asset 
Nd aera g ance debited to the Asset 
5. Depreciation Reserve method. 

a Assa rereined ar original cost. 
Depreciation provided for by transfers from revenue to the 
credit of a Depreciation Beene Account. ee sn 

6. Depletion Unit method. ere 
(a) Takes into account estimated total contents of asse 


_# 
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(6) Cost of asset written off according to consumption of asset 
during period. 
7. Efficiency Hour method. 
(a) Similar to above but based upon estimated total running 
hours of machine during its lifetime. 
(b) Cost ote asset written off according to running hours during 
period. ; 


The following summary indicates the of asset for 
which each method is primarily suitable ee 


Method. Type of Asset. Reason. 
Fixed Instalment. Short Lease. Spreads the cost evenly over 
the term of the lease. 
Reducing Instal- Plant and Avoids complications when 
ment. Machinery. sales or additions are made. 


Allows for the tendency of 
expenditure on repairs to 


increase. 

Sinking Fund and Expensive Provides cash for replacement 
ap aan Machines and which might otherwise not 
Policy. Plant. be available when required. 

Endowment Policy method 
is the better as the replace- 
ment sum is assured. 

ion. Live Stock. The only practicable method 
eet Loose Tools. for the FE of asset the 
quantity of which may vary 

greatly from year to year. 
i Long Leases. Takes account of the heavy 

ADNE i outlay involved. 

reciati This method is used in the main by companies 
A aay operating under the Double Account system 
which is dealt with in a later chapter of the 
text book. 
i i lines, Quarries Provides for depreciation 

Depletion Unit, Nne; Que zi scoa tant n 

Wasting Assets. units extracted during 
accounting period, 
i Provides for depreciation 

Efficiency Hour. Plant re y r isan 

hours during 
the accounting period. 


should be noted, however, that certain authorities 
atten tial while other methods may be appropriate in 
the case of some classes of assets, the balance of informed 
opinion now favours the fixed instalment method as being 
the most suitable for general application. 


tions. given in fhe text book of the entries — 8i 
ALE E different methods should be studied. carefully. a 
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It must be remembered that the object of a Depreciation 
system is not to reduce the asset to market value each year 
but to charge against profits over the life of the asset a pro- 
portionate share of the capital outlay. It is usually a difficult 
matter to estimate the life of plant and machinery and in 
practice an arbitrary rate is often fixed, say, 74 % or 10 %. 
This method may give satisfactory results when the machines 
used are all of the same nature, but in other cases, when the 
machines are numerous and of considerable value, it is essential 
that a proper Plant Register should be kept on the lines 
indicated in Section D, Note 10: 


A leading professional accountancy body makes the follow- 
i recommendations, inter alia, with regard to the 
depreciation of fixed assets :— 


(1) Provisions for depreciation should be applied on consistent 
bases from one period to another. If additional provisions 
pore to be necessary, they should be stated separately in the 

rofit and Loss Account. Where practicable, fixed assets in 
existence at the Balance Sheet date should normally be shown 
at cost and the aggregate of the provisions for depreciation, 
etc., should appear as deductions therefrom. 


Amounts set aside out of profits for obsolescence which cannot 
be foreseen, or for a possible increase in the cost of replacement, 
are matters of financial prudence. Neither can be estimated 
with any degree of accuracy. They are in the nature of 
reserves and should be treated as appropriations of profits in 
the accounts. 


(2 
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16. RESERVES AND PROVISIONS. 


A true appreciation of the financial position of a business 
as disclosed by its Balance Sheet (particularly in the case of 
a public company) may be rendered difficult or impossible 
owing to the lack of information as to the extent of undis- 


closed reserves and to insufficient distinction being made 
between :— 


(a) Free reserves retained to strengthen the financial positio 
to meet unknown contingencies ; EO on ea 


(6) Capital reserves or other reserves not normally regard 
available for distribution as dividend ; a ae baer 


(c) Provisions for known contingencies ; and 


(d) Provisions for diminution in value of assets in excess of 


normal or estimated requirements. 
The terms “reserves” and “ provisions ” are commonly 


regarded as interchangeable, but it is considered that accounts 
would be more clearly understood if the term “reserve” 


were applied only to reserves which are free, and the term 
provision ” were confined to amounts set aside for specific 


me f° 
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requirements. Thus the term “ reserve ” will include amounts 
Set aside out of profits and other surpluses which are not 
designed to meet any specific liability, contingency, com- 
mitment or diminution in value of assets known to exist as 
at the date of the Balance Sheet. The term “ provision,” 
on the other hand, will include amounts set aside out of profits 
and other surpluses to meet specific requirements the amounts 
whereof can be estimated closely, and specific commitments, 
known contingencies and diminutions in value of assets 
existing as at the date of the Balance Sheet where the amounts 
involved cannot be determined with substantial accuracy. 


The term “ Reserve Fund ” should only be used where a 
reserve is specifically represented by readily realisable and 
earmarked assets. 


17. THE DETECTION OF ERRORS IN BOOKS. 


The hints given in the text book should be carefully studied 
as certain of these apply equally to the detection of errors 
revealed by a Balance Sheet in a final accounts question. 
Note that an error which is a multiple of 9 may indicate 
that figures have been transposed in error. (Any transposition 
of figures must give a difference divisible by 9.) For example 
if £296 was taken as £926 the difference is £630. which is 
divisible by 9. ` 


18. CONTINGENT LIABILITIES. 


involve any book entries unless it is desired 
EE ai vecific reserve. ¢ A footnote in the Balance Sheet 
indicating the nature of the possible liability is the usual 
method of treatment. The commonest form of contingent 
liability is that arising in connection with bills receivable 
which have been discounted but which have not matured 
at the date: of the Balance Sheet. 


19, PERCENTAGE AND COMPARATIVE FINAL ACCOUNTS; 


illustrations of these types of accounts given in the 
| fick bodl. hoali be examined closely. No new principles 
are involved, the main feature being in the method of arrange- 
ment of the figures, which should be noted carefully. 


ds to ised in the use of percentage 

Great care needs to be exercised in the eau Taree 
statements, for it is easy to come to wrong the right item ma ae 
particular note the importance of selecting the right it 1S) tes 
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for comparison. Thus, the percentages which purchases and 
opening and closing stocks bear to sales are meaningless, if 
not dangerously misleading ; on the other hand, the percen- 
tage which materials consumed (ż.e., the net figure of pur- 


‘chases, as adjusted in respect of stocks) bears to sales is of 


vital importance. 


An increase in the sterling figure for sales does not neces- 
sarily imply an increase in the volume of sales, for selling 
prices may have risen (¢.g., as a result of the imposition of the 
Purchase Tax: see Appendix I'in text-book). Conversely, 
a decrease in the sterling figure for sales does not necessarily 
manly et decrease in the volume of sales, for selling prices may 
have fallen. 


Some percentages may move directly, and others inversely 
as a result of changing conditions of production, or different 
business policies (¢.g., a change from hand to machine manu- 
facture of certain goods would result in an increase in the 
percentage of Power and of Depreciation of Machinery and 
a reduction i in the percentage of Wages). 


An indication of the causes which might lead to a fluctua- 
tion in percentages may be obtained from a study of the 
following which, although by no means exhaustive, Tepresents 
a fair selection of the probable causes of an INCREASE in 
the percentage of gross profit. It should also be mentioned 
that these causes are not mutually exclusive but my quite 
well operate together. 


(1) Understatement in value and/or quantity of the 
opening stock, or, conversely, overstatement of the 


closing stock. 

(2) Suppression of purchases invoices or lower buying 
prices. 

(3) Purchase of factory premises and elimination of the 
charge for factory rent. 


(4) Reduction in wages or better work. 

(5) Inflation by inclusion of fictitious sales. 
- (6) Omission of returns inwards. 
a Introduction of new lines with better Sage margins. 
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20. RATE OF TURNOVER OF STOCK. 

The rate of turnover of stock (or velocity of turnover) is 
computed by dividing the cost of goods sold (s.c., 
purchases as adjusted in respect of stocks or, alternatively, 
sales less gross profit thereon) by the average stock held 
during the period (i.¢., the average of the opening and 
closing stocks), 


Consider the figures in the following Trading Account :— 








EAEI £ 
To Stock, Ist January 8,000 By Sales te --- 60,000 
» Purchases ... --- 44,000 | ,, Stock, 3lst December 12,000 
» Gross Profit .. 20,000 
£72,000 | £72,000 
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The cost of goods sold is £44,000-+-£8,000 — £12,000= 
40,000. 


The average stock igh ee = £10,000. 


The rate of turnover of stock is See times per annum. 


If the rate of turnover is divided into twelve, the result 
shows the average time in months for which an item remains 
in stock before it is sold (eg., three months, in the above 
example). But do not forget that this is an average rate 
and that the sale of certain po and “ quickly moving ” 
lines may cloak the presence of old stock which can only be 
sold with the greatest of difficulty. 


PRACTICE WORK. 


Work Exercises 7S, 7U and 7W, and others if time permits 
(not to be’ submitted to the College). 


For Test Paper, see separate booklet. 
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ACCOUNTS OF LIMITED COMPANIES. 


READING: “ Vickery °”, CHAPTER VIII. 





1. GENERAL SURVEY. 


The ordinary trading transactions of limited companies 
are recorded in exactly the same manner as those of sole 
traders and partnerships, but there are various types of 
transactions which are peculiar to limited companies arising 
out of the nature of their constitution. 


The Companies Act, 1929, lays down numerous 
provisions which are reflected in the accounting records, 
and these provisions must be applied in the appropriate 
circumstances. In addition, you must be familiar with the 
provisions of the Companies Act, 1947, in so far as they 
affect the accounts of companies. The provisions of this 
Act are, in the main, based on the recommendations made by 
the Committee on Company Law Reform (the “ Cohen Com- 
mittee ”) and students possessing a copy of the 12th edition 
of “ Vickery ” are referred to the summary of the recommenda- 
tions of the Committee with regard to the published accounts 
of companies given in Appendix III. The Committee’s Report 
was later followed by the Companies Bill, 1946, the provisions 
of which concerning published accounts are summarised in 
Appendix IV to the 12th edition of “Vickery,” while other 
provisions of the Bill affecting the accounts of companies are 
incorporated as footnotes to the: text-matter in the 12th 
edition of “Vickery”. The Companies Act; 1947 (apart from 
minor modifications which are not of examination importance 
for the purpose of this subject) embodies the provisions of the 
Companies Bill, 1946, and, in view of the fact that it is anti- 
cipated the provisions with regard to the accounts of com- 
panies will be in force as and from.1st July, 1948, the relevant 
poe of the Act are referred to in these Study Notes. 

vompanies terminating their accounting periods on and after 
1st July, 1948, will be subject to the combined provisions of 
the Companies Acts, 1929 and 1447, as regards their account- 


* ing records and published accounts. 


Ar 
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It is therefore essential that the whole of Chapters VIII and 
IX of “Vickery” should be carefully readin conjunction with the 
matter in Sections G and H of these Study Notes for you must 
be in a position to apply the appropriate provisions of the 
Companies Acts, 1929 and 1947, to any questions relating to 
the accounts of companies. 


2. NATURE OF A COMPANY. 


It should be borne in mind that an incorporated com- 
pany is a ‘‘legal person ”, quite distinct from, and 
independent of, the individual members; and that 
changes in membership do not affect the “ legal person ”, 
which has power to “‘ own and deal with property, sue and be 
sued in its own name, and contract on its own behalf ; and the 
members are not personally entitled to the benefits or liable 
for the burdens arising thereby ; their rights are confined to 
receiving from the company their share of the profits, or, 
after a winding-up, of the surplus assets..." The foregoing 
quotation from Lord Lindley’s definition of a company shows 
that incorporation involves the limitation of rights as well 
as that of liabilities. The only control a member usually 
has over the management and affairs of the company is that 
which his vote at'a general meeting gives him. 


3. KINDS OF REGISTERED COMPANIES. 


Companies registered under the Companies Act, 1929, may 
be of the following classes :— come 
(a) Unlimited. In this class of company, which is com- 
paratively rare, each member is individually liable for 
the whole of the company’s debts. The position of a 
member in such a company is thus somewhat similar 
to that of a member of a partnership. 


(b) Limited by Guarantee. In this class, each member’s 


liability is limited to the amount which he guarantees 
to E ENE towards settlement of the company’s 
liabilities in the event of winding-up. Apart from 
such concerns as professional bodies this class of 
company is uncommon. 


by Shares. This class is by far the most 
Eih and will be the only one considered in these 


ee 


(c 


Notes. The liability of a member in such a eae 
T limited to the nominal amount of the shares 


hich he agrees to subscribe. When been 
ay there is no further liability. | 
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4. PUBLIC AND PRIVATE COMPANIES. 


Limited companies can be sub-divided into “ Public ” and 
“ Private ” Companies. 


A Public Company may consist of any number of persons, 
but not less than seven. A Private Company may consist 
of as few as two persons, but at the same time it is subject, 
by its Articles of Association, to the following restrictions :— 


(a) It must restrict the right to transfer its shares. 


(6) It must limit the number of its members to fifty (but 
members who are employees or ex-employees who have 
continued to be members need not be included in 
arriving at the figure). 

(c) It must prohibit any invitation to the public to sub- 
scribe for any shares or debentures in the Company. 

A Private Company has a number of privileges which are 

denied to a Public Company; these are summarised in the 


text book and note should also be made of the amendments 
effected by the recent legislation. 


5. ADVANTAGES OF A LIMITED COMPANY. 


The main advantages of a limited company may be stated ` 


as follows :— 
1. Limitation of liability of members. 
‘2, Facilities for obtaining additional Capital, 
3. Facilities for the sub-division of an interest in the 
business by the easy transfer of shares. 


4. Non-termination of the business by the death or bank- 
ruptcy of any one member of the organisation. 


6. MEMORANDUM OF ASSOCIATION . 


This is, in a sense, the charter of the company which 
defines the powers and limitations of the Sl ale n”. 
Any acts done on behalf of the company which are beyond 
the limits of the memorandum are ultra vires and therefore void. 


The contents of the memorandum should be carefully noted. 


7. ARTICLES OF ASSOCIATION. 
These are the bye-laws governing the internal conduct 


of the company’s affairs. The articles constitute a con- 


tract by deed between the company and every member 
well as between each individual shareholder ana eet | 
Every person dealing with a company is bound to 


J 


SECTION G. 33 


ascertain, and will be deemed to have notice of, any 
limitations contained in the articles. This is directly 
opposite to the rule in regard to partnership deeds, as persons 
dealing with the firm are only bound by limitations of which 
they have actual notice or which are apparent from the 
circumstances or conduct of the parties. 


The following are some of the important matters covered 

by the articles :— 

1. The rights of the different classes of shareholders. 

2. The maximum rate of underwriting commission. 

3. The regulations regarding calls on shares. 

4. The regulations regarding issue and forfeiture of shares. 

5. The borrowing powers. ` 

6. Voting powers of members. 

7. The qualification and powers of directors. 

8. The regulations regarding dividends. 


8. THE CAPITAL ACCOUNT OF A COMPANY. 
The amount contributed by the shareholders is shown in 


the Share Capital Account, there being a separate account ` 


for each class of share issued. 


The Authorised (or Nominal) Capital of a company can 
only be increased or decreased in the manner provided by 
statute (see Section H, Note 16). 


The Issued Capital is unaffected sm the books by profits and 
losses, although the intrinsic value of the capital as measured 


by the available assets may actually diminish as the result of 


trading losses or increase as the result of the making of 


rofits. This is in direct opposition to the. Capital Account 


in which term the Current Account may be included) of a 


‘sole trader or nership, which fluctuates with profits and 7 à 
Piem, being Das by the former and decreased by the — a 


latter (see Section A, Note 9). 
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this fund, as a considerable debit balance on Profit and Loss 
Account or other fictitious assets indicate that to the extent 
of these balances the capital of the company is not represented 
by tangible assets, 2.¢., is not intact. 


The thoughtful student will at once appreciate the 
significance of the limitations of a Balance Sheet mentioned 
in Section F, Note 13. The measure of a creditor’s (and 
shareholder’s) security cannot be judged solely from the 
figures appearing in the Balance Sheet. If the surplus of 
assets over liabilities is maintained, creditors can be assured 
that the capital of the company is being preserved intact, 
and that on the basis of the business continuing as a going 
concern, their position is secure. On the other hand (as far, 
at any rate, as the fixed assets are concerned), the balance 
shcet value of the assets only represents unexpired capital 
outlay which may have little or no relation to the actual 
realisable value of such assets. A sudden reversal in the 
fortunes of the company may jeopardise the security of both 
creditors and shareholders. It will be seen, therefore, that 
the Capital Account alone is of little significance; that the 
assets themselves are the main consideration; and that 
even when the capital represented thereby is intact as long 
as the business is continuing, it might not be so if the business 
were wound up. 


9. SHARES. 


The definition and nature of a share must be clearly 
understood. Note that it is primarily the measure of a 
shareholder’s liability for the debts of the company. Thus, 


a person who possesses 100 shares of {1 each is liable to. 


contribute £100 to the joint stock. Once this has been done 


the shares are described as “ fully paid up”. Unlike a partner ` 


or a sole trader, he is not personally liable to the creditors. 
A share also constitutes a convenient measure for the division 
of profits, for profits may be divided by distributing a fixed 
amount per share, e.g., 1s. per share, or a certain rate per cent. 
of the nominal or paid-up value of the share, e.g., 5 per cent. 


company. 


The various terms used to describe capital must be read, 


studied and memorised. 
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The rights and privileges attaching to different classes of 
shares are specially important and every effort should be 
made to acquire a sound grasp of this section of the work. 

All preference shares are cumulative, in the absence of any 
provision in the articles to the contrary, but are not 
preferential as to repayment of capital on winding up unless 
the articles expressly so provide. Preference shares may 
be redeemable or irredeemable. 

Cumulative Preference Dividends in arrear are not shown 
in the Balance Sheet as an actual liability, but instead a 
note as to the contingent liability is usually added at the 
foot of the Balance Sheet, e.g., “ The dividend on the 6 per 
cent. Cumulative Preference Shares is in arrear as from 
ist January, 19......, and the gross amount thereof ts £....... ¥ 

The Companies Act, 1929, enables a company, if authorised 
by its articles, to issue Redeemable Preference shares. 
Such shares may be cumulative, non-cumulative, or participa- 
ting, according to the terms of the issue. 

The book-keeping entries necessary to record a redemption 
of Preference Shares are dealt with in the next chapter of the 
text book. moe ; 

Where there is a surplus on a winding-up, ¢.¢., an amount 
left over after paying creditors and repaying share capital, 
the ordinary and preference shareholders are, prima facte, 
entitled to share pari passw in this surplus. The Memorandum 
or Articles may deal expressly with this point, in ‘which case 
the provisions therein will apply. 

Deferred shares (where issued) carry the bulk of the super 
profits (see Section H, Note 15), and are, therefore, useful for 
vesting the benefit of goodwill in the holders, but note the 
somewhat anomalous position which may arise where deferred 
shares are allotted to the vendor of goodwill in satisfaction 
of the purchase price thereof. 

10 ie ts ‘canta consolidated into one mass for the sake of 
convenience. Unlike shares, it is always fully paid up, 
and may be split up into fractional amounts. Note that 
stock cannot be issued in the first instance except by Statutory 


Companies which are governed by their own special Acts of 


Parliament. 


ARRANTS. i a È ane 
a SFe company, so authorised by its Articles, may issue 
pr bearer in.respect of any fully-paid shares | 


warrants to ? 
capt and may provide by coupons or otherwise, 


payment of the future dividends on the shares or st ole 
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included in the warrant. The shares enumerated in the 
warrant are transferable by mere delivery of the warrant, 
and consequently cannot be issued by a private company, 
which must, by its articles, restrict the right to transfer its 
shares. 

Table “ A ” of the 1929 Act makes no provision for the issue 
of share warrants. 


12. MANAGEMENT OF A COMPANY. 


The provisions of the Companies Act, 1929, with regard to 
directors’ remuneration and loans must: not be overlooked. as 
they have a definite bearing on the preparation of final 
accounts. Directors’ Remuneration must be disclosed 
and not only must loans to directors during the period con- 
cerned be disclosed, but the balance of old loans still 
outstanding, and particulars of loans made during the period 
which have been repaid must also be shown. Both directors’ 
remuneration and loans to directors must be disclosed in the 
accounts, thus they may be disclosed in a footnote to the 
Balance Sheet. 

The Companies Act, 1947, requires a greater degree of 
disclosure with regard to payments made to directors and 
provides that the aggregate amount of the following must be 
disclosed in the accounts :— 

(1) Directors’ emoluments. 

(2) Directors’ and past directors’ pensions; and 

(3) peuipensation to directors and past directors for loss of 

office. 

In addition, the provisions with regard to disclosure of loans 
to directors are extended to cover loans made during the year 
to directors before they became directors. l 


13. STATUTORY BOOKS. 


The Companies Act, 1947, contains various provision 
regarding the statutory books (and returns) of a p REER p 


and the information to be contajned therein, but such pro- 


visions are not important in relation to the financial 
accounts of companies. = nnancia 


L 
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14. BORROWING POWERS 
DEBENTURES, AND THE ISSUE OF 


A Debenture is a bond acknowledging a loan, usually 
under the company's seal and secured by a charge on the 
company s property or undertaking, bearing a fixed rate of 
interest, and being either repayable within a specified period 
or irredeemable during the existence of the company. 

Note the different classifications of Debentures :—(1) Re- 
deemable, (2) Irredeemable; (i) Mortgage, (ii) Simple or 
peked; (a) Payable to a Registered Holder, (b) Payable to 

earer. 

Note that Mortgage Debentures must be registered with the 
Registrar of Companies and particulars recorded in the 
Register of Mortgages kept by the Company. 


15. PROSPECTUS. í 
* You must be generally conversant with the contents and 
purpose of a prospectus, and should observe that the Com- 
panies Act, 1929, provides that the prospectus must disclose 
the following information :— 
(1) A Report by the Company’s Auditors setting out separately 
the profits for each of the three financial years immediately oe 
ing the issue of the prospectus. 


(2) A Report by the Company’s Auditors as to the rates of 
dividend, if any, paid on each class of shares for each of the said 
three financial years, with particulars of each such class of 
shares and, if no accounts have been made up in respect jo = ž 
of any part of the period of three years ending on a date = 
three months before the issue of the prospectus a statement = 


9 the profits made during each of the three financial years 


immediately preceding the issue of the prospectus, of any = _— 
business which is to be purchased out of the proceeds of the Site 


dividends. 
16. ISSUE OF CAPIT: EI. 
The entries necessary in the books ot acc he nda 
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Upon allotment, the Application and Allotment Account 
is debited and the Share Capital Account credited with the 
total amount payable on application for and allotment 
of the shares issued; while any amounts refunded to 
unsuccessful applicants are credited in the Cash Book and 
debited to the Application and Allotment Account. The 
latter account is credited with the amounts paid on allotment, 
cash being debited. It should be noted carefully that the 
Share Capital Account is not credited until the shares are 
allotted, and also that the entries on allotment and when a 
call is made (see below) are quite distinct from the entries 
necessary to record the receipt of cash. 


If the amount received on application exceeds the total 


due on application and allotment, the Surplus is returned to 
the allottee. 


When a call is made First Call Account: (or Second Call 
Account, as the case may be) is debited and Share Capital 


17. CALLS. 


the respective class of issued share capital in tha mote 
Sheet, the net amount being extended. Vv =a ‘calle eee l 
TES guy aes cia eee of share “itl 
share capital sho e described as “ caled-un” an l 
“ paid-up” in the Balance Sheet. ed-up” and not 


Any calls paid in advance should be down ae an 
Balance Sheet. They are, in éñect, loans to the Ga: Ser 
and as such any interest payable thereon in accordance with ` 
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the terms of the Articles is payable even though there are no 
profits out of which to pay it. They should preferably be 
shown quite separately from share capital, since in the event 


of winding up they have priority over share capital as to 
` repayment. 


18. ALLOTMENT OF SHARES FULLY PAID. 


It is not essential for shares to be issued for cash. Founder’s 
shares, in particular, are usually issued for a consideration 
other than cash. In such cases a direct journal entry may be 
made debiting the various asset accounts and crediting the 
vendor. The latter account will then be debited and Share 
Capital Account credited with the shares issued. This position 
usually arises where a business is converted into. a limited 
company and the net assets (4.¢., assets less liabilities) are 
purchased from the vendor, or where two companies amal- 
gamate or where one company absorbs another. The journal 
entries given in the text book should also be studied carefully, 
and understood. Note that the excess of the purchase 
price over the agreed value of the net assets acquired repre- 
sents goodwill in the books of the purchasing company 
or capital reserve where the net assets acquired exceed 
the amount of the purchase price. 

It is necessary to file a stamped contract, or a statement in 
lieu thereof, when shares are allotted as fully or partly paid 
up for a consideration other than cash. The stamp duty 
payable on such an agreement for sale is an ad valorem duty 
of two per cent. on the value of all assets transf erred under the 

ent other than those capable of transfer by manual 
delivery (¢.g., stock in trade). This is an important item in 
the cost of transferring a business to a limited company. 
It is frequently arranged that the new company shall not take 
over the book debts of the old firm but shall collect them 
(for a small consideration) as trustee for the vendors, the 
purchase price of the business bemg reduced accordingly. 
The ad valorem duty is thus reduced to a minimum. 3 


duty on a sale agreement is quite distinct from 
i “capital duty of ten shillings per cent. on the nominal 
capital of the company. 


19. ISSUE OF SHARES AT A DISCOUNT. 


isi Companies Act, 1929, with regard to 
the eal divest must be well known. The 


full nominal value of the shares must appear in the Share p 
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Capital Account ; the discount will be debited to “ Discount 
on Shares Account ” which may be written off over a period 
of years, although there is no legal compulsion to do this. 


The power to issue shares at a discount is useful when a 
company requires further capital at a time when its shares 
are quoted on the Stock Exchange below their nominal value, 
since the public would normally not be willing to pay the full 
nominal value for new shares under such circumstances but 
might be quite willing to subscribe at a price below the 
nominal value of the shares. 


20. UNDERWRITING COMMISSION AND. COMMISSION 
ON PLACING SHARES. 


The Companies Act, 1929, distinguishes between three 

different kinds of commissions :— 

(1) Underwriting Commission, 

(2) Commission for procuring or agreeing to procure 
subscriptions, whether absolute or conditional, for 
shares in a company, 

(3) Brokerage. 


_ The distinction between (2) and (3) is important, for the 
limitation of 10 per cent. of the issue price of the shares 
imposed by the 1929 Act applies to commission for procuring 
subscriptions as well as to underwriting, whereas a veasonable 


rate of brokerage may be paid. It is considered that 24 per 
cent, 1s a reasonable rate of brokerage. 


A person is said to underwrite firm (or absolute] when 
he agrees definitely to take up as an se elie or na resale 
part of the shares underwritten. On the other hand, a person 
is said to underwrite conditionally when he agrees to take 
up an agreed proportion of the shares not taken up by the 
public. An overriding commission is a commission paid 
ta ema agents who place the underwriting with their 

S. : 


other underwriters a number of the shares which he himself 
underwrites, but this is entirély a matter ‘between wie 


various underwriters—the company is not a party to 5 E 
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the sub -underwriting agreements. The company is liable 
to pay the principal underwriter the commission due in 
accordance with the agreement. Beyond this, the company 
1s not concerned with the persons who ultimately receive the 
commission. The principal underwriter himself disburses the 
commission he receives from the company according to the 
sub-underwriting agreements into which he has entered. 


It is not unusual for the underwriting agreement to provide 
that applications received from friends and clients of the 
underwriter (as evidenced by his stamp or signature on the 
application form, 4.¢., applications on “marked forms”) 
shall be applied in reduction of his liability, in the event of 
the issue not being fully subscribed. This introduces a 
further complication into the computation of liability. 


Perhaps the best way of solving these problems is to 
regard each underwriter as primarily liable for the total 
number of shares underwritten by him, subject to relief in 


respect of : 
| (a) The actual number of applications on “ marked 
forms ” in his favour. 
(b) His proportion of the general applications on un- 
marked forms. This proportion is the same as that 
in which the issue is underwritten. 


e of the underwriters may then be found to be in 
een ; they are therefore relieved from any liability and 
the excesses, if any, on their accounts are treated as additional 
unmarked applications and shared by the other underwriters 
in the proportion in which the issue is underwritten. 


t of underwriting commission or com- 
en siding shares must be stated as a separate item 


in the. selme Balance Sheets until such time as it is EGAT 
written off. a S 


Far- 


21. SHARES ISSUED AT A PREMIUM. 


ompany cannot issue its shares ‘ 
in are! with the provisions of the 
but may issue them at par or aS SS 
event, the premium should be treated as 
taken to a Premium on Shares Account, 
writing off capital losses or expenses. 







$ 
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Although there was no legal provision in the Companies Act, 
1929, prohibiting the distribution of such premiums as divi- 
dends, the Companies Act, 1947, provides that such premiums’ 
. must be transferred to a Share Premium Account to be 
shown in every Balance Sheet. The balance to the credit of 
this account may be applied in paying up unissued shares to 
be issued as bonus shares, paying premiums on the redemption 
of shares or debentures, or writing off preliminary expenses, 
etc., but it cannot be applied in any other manner. 


22. PRELIMINARY EXPENSES. 


Preliminary expenses, and the expenses incurred in connec- 
tion with any issue of share capital or debentures, must be 
kept quite distinct for Balance Sheet purposes. It is 
sometimes difficult, however, to see exactly where the line 
should be drawn between the two classes of expenses, although 
some authorities contend that “ preliminary expenses ” 
relate to the initial formation expenses of the company 
(including the original issue of shares and debentures), 


whereas ‘‘ capital issue expenses ” relate to subsequent issues 
of shares and debentures. 


23. FORFEITED SHARES 


The following points should be noted under this heading :— 
(1) The shares may be re-issued at a price which, together 
with the amount already received; will be not jee than 
the called-up value of the shares, or in other words 
that the company must be in a position to receive, 
eventually, not less than the'full nominal value of 
the shares, thus the shares may be re-issued at a 
discount not exceeding the amount already paid up 
.thereon. This does not amount to an issue at a discount 
in the ordinary way, for the company receives as a 
minimum the nominal or called-up value of the shares. 
Where the shares were originally issued at a discount 
then the total amount eventually received by the 
company must at least be equal to the original issue 
price. 

(2) Forfeiture can be made only where the directors possess 
the necessary powers, which are usually conferred by 
the Articles. The procedure there set forth must be _ 
followed to the letter, for if any irregularity occurs _ 
the forfeiture may be declared invalid. eae 
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(3) When forfeited shares have been re-issued they will be 
merged with the remainder of the issued capital and not 
shown separately in the Balance Sheet. Any profit 
on re-issue must, of course, be separated. 


The entries on forfeiture and re-issue of shares must be 
well understood, for this is a favourite examination question. 
The authority as to the forfeiture of shares should be obtained 
from the directors’ minute book. 


Note that where the shares were originally issued at a 
premium, the premium credited to Premium on Shares Account 
in respect of the shares forfeited should be transferred to 
Forfeited Shares Account. When the shares are re-issued this 
premium will be re-credited to Premium on Shares Account 
unless the total amount received is not in excess of the nominal 
value of the shares. If the cash received on re-issue together 
with the amounts paid by the original holder exceed the called- 
up value of the shares and the original premium, then that 
excess will be credited to Profit on Re-issued Shares Account, 
or direct to Premium on Shares Account. Similarly, where 
the shares were originally issued at a discount, the discount 
debited to Discount on Shares Account in respect of the 
shares forfeited should be transferred to Forfeited Shares 
Account. If the total amount eventually received on the 
re-issued shares is equal to the original issue price (and it 
cannot be less than the original issue price) the discount will 
be transferred back to the debit of Discount on Shares 
Account. If, however, the total amount received on the 
shares exceeds the original issue price, the excess amount 
will be credited to Premium on Shares Account and the 
original discount debited to Discount on Shares Account. 


THE AND FORFEITURE OF SHARES: 
a: S SY OF BOOK-KEEPING ENTRIES. 


owing is a summary of the entries necessary on the 
i Sr forfeiture of ee which should prove -useful for 
revision purposes. They should be learnt and not merely 
referred to when working test questions. 
(a) On receipt oe application money— 
Debit ait Application and Allotment A/c. 
irecto d to allotment— 
(0 waen try i Eocene A Otent A/c, and — 
Bag it Share Capital 


[c, 2 eB Nass ben 
with the amount due on application and allotment on the nt 


shares allotted. 
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(WARNING : No entries should be made in the Share Capital 
Account until shares are actually allotted.) 


(c) Where any applications are unsuccessful and the 
applicants are not allotted any shares, the application money 
is refunded— 


Debit Application and Allotment A/c, and 
Credit Cash. ; 


(4) When the amounts due on allotment are received— 
Debit Cash, and 
Credit Application and Allotment A/c. 


(e) When a Call is made by the Directors— 
Debit Call A/c, and 
Credit Share Capital A/c. 
with the total amount of the call. 
When the money on account of the Call is received— 
Debit Cash A/c, and 
Credit Call A/c. 


(NOTE.—The book entries when allotment or call is made 
are quite distinct from the SUBSEQUENT entries recording 
the receipt of the allotment or call moneys, and must not be 
confused therewith. Share Capital Account must NOT be 
credited direct from Cash Account.) 


The sequence of the foregoing entries should be carefully noted, 
and must always be followed (so far as applicable) when aaae 
tests and examination questions. 

_ In examination questions it is sometimes found that where applica- 
tions for shares are partly unsuccessful (where an applicant for 100 
shares is only all 75 shares) some of the cash on application 
18 not returned to the applicants but is retained by the company in 
satisfaction of the money due on allotment. In such cases it is advisable 
to open separate accounts in respect of the application for, and allotment 
of, stared and to show the transfer of the excess application money 
from the Application Account to the Allotment Account, thus— 

Debit Application Account, 
Credit Allotment Account. 


When separate Application and Allotment Accounts are | 
always remember that no transfer should be made from Application 
Account to Share Capital Account until the shares are actuall 


allotted. 4 
Any premium payable za be debited to Application and Allotment 


(g) When -shares are forfeited— 
1. Debit Share Capital Account, and 


, Credit Forfeited Shares Account 
with the total amount called up. 
2. Debit Forfeited Shares Æscount, and 
Credit Call Account(s) 
with the instalments unpaid. 
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SECTION G, 95 

Ee 
(4) When forfeited shares are re-issued— 


1. Debit Forfeited Shares Account, and 
Credit Share Capital Account 
with the total amount called up. 
2. Debit Cash, and 
Credit Forfeited Shares Account 
with the amount received from the new purchaser. 
_ 3. Debit Forfeited Shares Account, 
Credit Premium on Shares ‘Account 
with any profit on the re-issue. 
Note the following alternative (and more concise) entries for the 
forfeiture and re-issue of shares :— 
1. (a) Debit Share Capital Account with the total amount called 
up. 
(b) Credit Call Account(s) with the instalments unpaid, 


(c) Credit Forfeited Shares Account with the difference between 
(a) and (b). 


2. (d) Debit Forfeited Shares Account with (c) to close this 
account, 


(e) Debit Cash Account with the amount received from the 
new purchaser. 


(f) Credit Share Capital Account with the total amount called ae 
up. 


(g) Credit Premium on Shares Account with the excess of 


(a) +(e) over (f). oh eae 


25. DEBENTURES. 


Debentures are loans and not share capital, and may 
be issued by a limited company at a discount, at par, or ata ci s 
premium without any statutory restrictions. When they are A 
issued at a discount, this must be shown separately i in the ie. 
Balance Sheet until written off. ee 

bentures are irredeemable, any discount shoud A 
ete off as soon as possible, although t this is not legally = 
necessary, Observe carefully how discount on e 












tures can be written off, particularly the equated method 
hich the discount is written off in propor tion to the 
debentures outstanding. It will be observed in the Deas le 


book that the pro bac writt Be er 
far beter by taking ‘he years b ac ib., ee 


l 15: 10: 5, or pa the first five years 3 Ei a > 
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This method is the only equitable one in cases where 
debentures are being redeemed by equal periodical instalments 
during the course of their normal “ life”. 


The Debentures Account should in all cases be credited 
with the full nominal value. If the debentures are 
redeemable at a premium, the premium may be provided 
for by a charge against profits over the period of the loan. 
A note of the amount at which they are repayable should be 
inserted in the Balance Sheet, the date of redemption being 
indicated. 


Debentures redeemed which are available for reissue must 
be stated separately in the Balance Sheet. This statement 
usually appears as a note underneath the actual debentures 
issued. 


The treatment of debentures issued as collateral security 
must be well understood. Note that when such an issue is 
made, no entry of the debentures is necessary in the 
books of account, as no money is directly received for the 
debentures and the firm’s actual liability is the loan or over- 
draft secured (interest being paid thereon). The liability of 
the company on the debentures only materialises on their 
failing to meet the loan or overdraft; in other words the 
debentures as collateral security are a secondary security, the 
primary security being the ability of the company to repay 
the loan or overdraft in the normal course of trading without 
the bank having to resort to enforcing its secondary charge 
under the debentures. In the Balance Sheet the issue of 
debentures as collateral security is shown “short” as a 
note beneath the liability secured. It must not be assumed 
that every issue of debentures as collateral security will 
involve an entry in the Register of Mortgages and Charges. 
A“ naked ” debenture may be issued, 4.e., where the financial 
reputation of se company is high and it is not desired to incur 

e expense and trouble of effecting a mortgage of t 
for a short-term loan. . ae ce 


Capital raised by the issue of debentures must not be 
aggregated with the share capital in the Balance Sheet. 


iat aga be arma nerea that debenture interest is a 
charge against profits as it is payable irrespective of 
whether profits are earned or not, and should therefore be 
debited to Profit and Loss Account (not Appropriation 
Account, as is the case with dividends). i, 7 
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REVISION. 


Revision of past work should not be left until you have 
completed the course but should be carried out continuously. 
In this subject icularly you will find that very often one 
study has a direct bearing on following studies and it is 
necessary therefore to keep all points studied fresh in mind. 





PRACTICE WORK. 


Work Exercises 8L, 8M, 80 and 8V, and others tf time 
permis (not to be submtited to the College). 


For Test Paper, see separate booklet. 
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ACCOUNTS OF LIMITED COMPANIES (continued). 
READING: “ Vickery”, CHAPTER IX and CHAPTER XV (part). 





1. BOOKS OF ACCOUNT. 


The books of account in respect of ordinary trading should 
be such as are found in business generally, and the organisation 
of the book-keeping necessary to record the trading operations 
of a company should, of course, correspond to the company’s 
requirements. Section 122, Companies Act, 1929, states that 
every company must keep proper books of account 
with respect to : 

(a) All sums of money received and expended, and the 
matters in respect of which the receipt and expenditure 
takes place, t.e., -a Cash Book ; 

(b) Al pales and purchases of goods, #.e., Day Books ; 


an 

(c) The assets and liabilities, i.c., a General Ledger. 

Section 274 of the 1929 Act also gives a wider definition of 
“ books of account ” and, in the event of liquidation (see Note 
29) directors and other officers may become personally liable 
for failure to comply with these provisions. 

The Companies Act, 1947, provides that proper books of 
account shall not be deemed to be kept unless the books give a 
true and fair view of the state of the company’s affairs and 
explain its transactions. Furthermore, where books of 
account are kept at a place outside Great Britain adequate 
returns of the contents of such books (made out for periods of 
six months or less) must be sent to Great Britam ; such returns 
must contain all information materiel for the purpose of 
preparing the annual accounts of the company. 

The accounts which require special attention are chiefly 
those relating to the capital of the company. Profits made 
by the company are kept quite distinct from its capital, | 
as aredy shown, | è 

e share and debenture transactions are passed throu 
the main books in total, separate books recording the ae | 
This principle is often applied to debtors and creditors, total — 
(or control) accounts of “Sundry Debtors” and “Sundry = 
Creditors ” being kept in the general ledger, whilst the details 
a recorded in separate debtors’ and creditors’ personal 
ledgers. HE 


a 
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2. RESERVES AND PROVISIONS. 


Dogmatism should be avoided in the choice of the 
descriptions Reserve, Reserve Fund and Reserve Account, 
for the reasons given in the text book. The consensus of 
opinion favours the restriction of the use of the word “ fund ” 
to those cases where a reserve is specifically represented by 
readily realisable and earmarked assets, e.g., gilt-edged 
securities. 


“ Reserve ” is often used to describe both a provision for 
an accrued expense, t.¢., a charge against profits, and an 
appropriation of profits. When used in the latter sense, a 
more suitable caption would be “reserve account”, or 

““ general reserve ” whereas the former class could conveniently 
be designated “ provisions ” Accounts would be more 
clearly understood if the term “ reserve’ ' were applied only 
to reserves which are free, and the term “ provision ” were 
confined to amounts set aside for specific requirements. 
Section D, Notes 11 and 12, and Section F, Note 16, should 
now be revised. 


3. GENERAL RESERVES. 


These represent amounts set aside out of profits (¢.c., 
appropriations of profits) and other surpluses which are free 
and not designed to meet any liability, contingency or diminu- 
tion in value of assets known to exist as at the date of the 
Balance Sheet. 


Contributions to the Reserve are made by debits to Profit 
and Loss Appropriation Account. 


The advantage of these reserves, apart from the conservative 
treatment of divisible profits, lies in the fact that liquid 
resources are retained in the business and may be used for —S 
trade expansion so that in a highly successful business a  ž 
rate of return will be earned on the working capital ‘thus 
employed much in excess of that which would have been >. 
earned if the money had been invested outside the business, — 

From the very nature of a reserve, it will be realised. that $ i 
it presupposes the existence of profits. In the same way that yes 
ad can labile exist when tiera: isa bona fide surplus of es S = a 
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and Loss Account goes into debit the General Reserve must 
be utilised, either wholly or in part, to extinguish this debit 
balance. It would be quite illogical to show a General 
Reserve and a debit balance on Profit and Loss Account 
in the same Balance Sheet. 


4. RESERVE FUNDS. 


The term “ reserve fund ” is normally used in connection 
with a reserve built up on the same principle as a general 
reserve, where the surplus of assets representing the reserve 
is invested outside the business. In such cases the reserve 
is built up by appropriations of profits (debit Profit and 
Loss Appropriation Account). 


It should, however, be noted that a fund may be built up 
in connection with any type of reserve, and the nature of the 
reserve will then determine whether the building up of a fund 
must be regarded as a charge against profits or as an 
appropriation. 


5. CAPITAL RESERVES. 


_ These represent accumulations of capital profits which are, 
either by law or by the will of the proprietors of the business, 
not distributable as dividends. A Capital Redemption 
Reserve Fund created in connection with a redemption of 
Redeemable Preference Shares and Premiums on Shares are 
good examples of capital reserves which, by statute, cannot 
be distributed as dividend. (They can, however, be used in 
certain circumstances in paying up bonus shares, but do not 
thereby lose their capital nature.) 


The Companies Act, 1947, provides that the published 
accounts of a company must show the aggregate amounts 
repenra of capital reserves, revenue reserves and provisions 
and details of any amounts transferred thereto or withdrawn 
thereirom during the accounting period. 


6. SINKING FUND. 


_ A Sinking Fund may be defined as a fund, created 
by a charge against or an appropriation of profits and 
represented by specific investments, which is brought 
into existence for a special purpose, such as the 
replacement of a wasting asset at the expiration of its 
life, or the redemption of debentures. — | 


ont 
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The main characteristics of a Sinking Fund are as follows :— 


(a) It is set aside out of profits to meet a definite need which will 
arise at a stated time. This should be distinguished from a 
Reserve Account and a Reserve Fund, created to meet any 
contingency, or some particular one which may or may not 
arise. 


(è) The instalments are of fixed amount and are set aside at 
regular intervals, not just when they can be spared, as in the 
case of a General Reserve. 

te) ane moneys representing the accumulation of the fund are 

vested outside the business, so as to be available for the 
props per purpose when the stated time arrives, without the 
snom being crippled by a sudden withdrawal of working 

capi 

(d) Interest is taken into account in making the original computa- 
tion of the fixed annual instalment, since the interest earned 
will be reinvested each year as part of the sinking fund. 
(This is one of the distinguishing features of a sinking fund.) 

(e) G) When the sinking fund is to provide for the replacement 

5 assets that are wearing out, the cost of such provision is 
a charge against revenue, and the annual instalments must 
be debited to Profit and Loss Account. 

(ii) When the sinking fund is created with a view to paying 
off debentures or loans, the position is different, because 
the instalments represent a voluntary accumulation of profits 
in order that, when the debentures have to be paid off, the 
company’s resources may be strong enough to meet the demand 
without recourse to further borrowi In this case the 


instalments are regarded as ap ropriations of profit and are 
debited to the Appropriation unt. 


The sinking fund differs from a reserve fund in the fact 


that the income derived from the investments is credited to 
the Sinking Fund Account instead of to revenue. | 


It is important to note the difference between the manner — ee 
in which the ultimate balance of the Sinking Fund Account aes nea 
is disposed of (a) when the fund has been created to a oe | as Si 
the redemption of a liability and (b) when it has been created  — 
to replace an asset. The following illustrations show the Rat is 
principles involved in skeleton form. | 2 ae 









SINKING FUND TO REDEEM A LIABILITY. ae 
Position prior to Sale of Investment:— — č = Z — n 
Dr. secs ACCOUNT. ie 
To Balance ... «- 10,000 oe ad Berar: 
Dr. SINKING FUND Account. he 
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The Journal entries on Sale of Investment are :— 


Dr. Cr. 
£ £ 
adi ss aes we sp Fa 10,000 
To Investment Account... Jis ae 10,000 


Being Sale of Investment. 


Liability (¢.g , Debentures) Account.. Dr. | 10,000 
To ac 


10,000 
Being FP of Liability. l 
Sinking Fund ... nab Scan “DP, 10,000 
To General Reserve .. see ute 10,000 


Being Transfer of Sinking Fund. 


It will be seen that the redemption of the liability is effected 
with the cash provided by realisation of the sinking fund 
investments. The Sinking Fund itself remains as a credit 
balance in the books and represents the amount of profits 
that has been withheld from distribution in order to provide 
the funds necessary for the redemption of the liability. When 
he redemption has been effected, the Sinking Fund becomes 

“free ” reserve, but since the company’s working capital 
position would not, as a rule, it of its immediate distri- 
bution in the form of a divi end, the usual practice is to 
transfer the Sinking Fund balance to General Reserve. 


SINKING FUND TO REPLACE AN ASSET. 
WHosition prior to Sale of Investment :— 


INVESTMENT ACCOUNT. Cr. 

To Balance awe .-- 10,000 . 
Dr. SINKING FUND ACCOUNT. Cr, 
By Balance ... eae 10,600 
Dy. ASSET (é.g., LEASEHOLD PROPERTY) ACCOUNT. Cr. 


To Balance aa .. 10,000 
The Journal entries on Sale of Investment are :— 


Dr. Cr. 
eras T 

Cash ee eee aaa Dr. 10,000 

To Investment Account... bea sac 10,000 
Being Sale of Investment. | 
Sinking Fund Account us <. Dr. | 10,000 

To Old Asset Account ie Sew | 10,000 
Being Transfer of Sinking Fund. fe: 








SG NaN ee gen teen AENT, Dr: 1 10,000 
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In this case, the cash provided by realisation of the invest- 
ments is required for the purchase of the new asset and the 
sinking fund balance is transferred to the old asset account, 
for the credit balance on the fund represents, in fact, an 
accumulation of provisions for depreciation. There has, in 
this case, been a definite loss of an asset, whereas no loss is 
incurred when a liability is redeemed. This accounts for the 


fact that the sinking fund balance remains only when a liability 
is redeemed. 


The advantages of investing the funds representing a 
reserve or sinking fund outside the business may be 
summarised as follows :— 

(1) The investment may be made in gilt-edged securities with 
the consequent security of capital. 

(2) A steady rate of interest is earned so that it is possible by 
means of tables to build up a fund of a definite amount over 
a known period of years. | 


(3) The fund will be available when required and will be 
represented by readily realisable securities. 


The disadvantages are :— 
(1) The funds appropriated deplete the working capital of the 


business, which has therefore to be carried on without the 
advantage of greater liquid resources. 

(2) The funds if retained in the business might have earned a 
much higher return. ‘ 

(3) Even if gilt-edged securities are chosen, there is some risk of 
capital loss on realisation and over a large holding this amount 
may be substantial. If an endowment policy is taken out this 
loss is avoided, but the annual instalments will be larger, since 
the rate of interest earned is less. , 


7. REDEMPTION OF DEBENTURES. peers 
The following are the usual methods of redeeming deben- 
tures :—(1) At maturity with the proceeds of a Sinking Fund = 
or of an Insurance Policy; (2) By annual drawings; (3) By 
urchases in the open market, if the price is favourable and 
fonds are available. | ers. 
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Reserve Account and not to Profit and Loss Account. Any 
rofit realised on the sale of part of the debentures should 
be credited to Profit on Redemption of Debentures Account 
nding transfer of the final profit to Capital Reserve Account. 
Where the debentures are purchased between, interest dates 
the amount of interest accrued to the date of purchase should 
‘be debited to Debenture Interest Account in order to show 
the true interest charge on all outstanding debentures for the 
accounting period and credited to Profit on Redemption of 
Debentures Account. 


The redemption of debentures by purchase in the open 
market is advisable where redeemable debentures stand at a 
price below redemption price provided, of course, the company 

as funds available for this purpose, as the company will 
benefit by the excess of redemption price over market price. 


A company may re-issue redeemed debentures or issue ` 


others in their place, without taking steps to keep the deben- 
tures alive, unless the articles, etc., provide to the contrary. 
Particulars of any debentures capable of being re-issued 
must be shown in the Balance Sheet. 


The entries on the redemption of Debentures may be 
summarised as follows :— 
(a) Debit Cash. 
Credit Investment A/c. 
ae tho Lamoni realised on sale of investments in respect of 
(b) Debit Debentures A/c. 
Credit Cash 
with the nominal amount of Debentures redeemed. 
(c) Debit Premium on Redemption A/c. 
Credit Cash 
with amount of any premium payable on redemption. 
(d) Debit Investment A/c. 
_Credit Sinking Fund A/c. 
with any profit on realisation, OR 
Debit Sinking Fund A/c. 
Credit Investment A/c. 
is any loss on realisation of Investments. 
the case of a Sinking Fund for the replacement of 
asset any loss on realisation of the ia E be 
debited to Profit and Loss Account for the Sinking Fund 
is required to write off the old asset.) 
le) Debit Sinking Fund A/c. o 
Credit Premium on Redemption A/c. 
with any balance remaining on the latter account. 
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(f) Debit Sinking Fund A/c. 
Credit General Reserve A/c. 
with any balance remaining. 


Although the repayment of liabilities does not affect profits 
in the ordinary sense, it has an effect upon the liquid assets 
which constitute the fund out of which profits must be 
disbursed. This position is only likely to subsist over a short 
period of time, since the fund of liquid assets is constantly 
changing as a result of trading activity and the financial policy 
of the directors. Nevertheless, it is advisable to make an 
- adjustment of the balance of profits so as to avoid the payment 
of a dividend which would deplete unduly the working capital 
of the company. This adjustment is effected by making an 
appropriation from profits of an amount equal to that applied 
in effecting repayment of the liability. This amount is 
credited to Reserve. As already noted above it is usual, 
particularly in the case of debentures, to build up this reserve 
of profits over the life of the liability by means of a ene 
fund, Subsequently, when trading policy has replenish 
the liquid resources of the company, the amount appropriated 
may be transferred back to profits and utilised in the payment 
of dividends or capitalised in the form of bonus shares. 


Obviously, if redemption is made out of the proceeds of a 
new issue of shares or debentures it will be unnecessary to 
appropriate profits, since the existing liquid resources are not 
depleted by the redemption. 


8. REDEMPTION OF PREFERENCE SHARES. 


Preference shares can only be redeemed when they were 
issued as Redeemable Preference Shares in accordance with . 
the provisions of Section 46, Companies Act, 1929. Note 
particularly that two important possibilities are covered :— 










(1) The shares may be redeemed out of profits ; or pee: ! 2a 
(2) They may be redeemed out of the proceeds ofa new = 
issue of shares (any class—not necessarily new 
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The exact wording of Section 46 should be noted. There 
is some ambiguity in the expression “a sum equal to the 
amount applied in redeeming the shares” and it may be 

ed, from a literal interpretation of the Act, that when 
the shares are redeemed at a premium, the amount applied 
in redeeming them includes the premium. This contention 
has been given effect to in the illustration in the text book 
(“ Shares redeemed at a premium out of profits ”). On the 
other hand, the opinion has been advanced that although 
“on a literal interpretation of the Section there can be little 
doubt that the full amount required to repay the shares has 
to be transferred to Capital Redemption Reserve Fund, it is not 
thought that this was the intention of the section when it was 
drafted”. The Journal entry referred to might, therefore, 
be amended as under— 


£ 
Profit and Loss Appropriation Account Dr. 56,250 


To Capital Redemption Reserve Fund 50,000 
„» Premium on Redemption of Re- 
deemable Preference Shares ... 6,250 
Being etc. 


The premium is thus charged once only against profits, 
for when the redemption is effected, the premium paid is 
charged to the Premium on Redemption of Redeemable 
Preference Shares Account as shown in the journal entry in 
the text book. ; 


The Companies Act, 1947, removes this ambiguity by 
providing that the amount to be transferred’ to Capital 
Redemption Reserve Fund shall be equal to the nominal 
amount of the shares redeemed, and that the provision for the 
premium on redemption out of profits shall apply in all cases 
and not only where the shares are redeemed out of the 
proceeds of a new issue. Furthermore, it is provided that the 
power to apply the Capital Redemption Reserve Fund in 
paying up unissued shares as bonus shares should be exercisable 
whet or not new shares have been issued. 

e entries on the redemption of preference shares may be 
summarised as follows :— i X z 
1. Redemption out of profits. 
(2) Debit Profit and Loss Appropriation A/c.  ‘ 
_ Credtt Capital Redemption Reserve Fund 
with the nominal value of the shares redeemed. 


with the amount of the premium (if any). 


Credit Premium on Redemption of Redeemable Preference 


r : tae 


` 
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(6) Debit Redeemable Preference Share Capital A/c. 
Credit Cash 
with the nominal amount of shares redeemed. 


(c) Debit Premium on Redemption of Shares A/c. 
Credit Cash 
with any premium payable on redemption, z 


2. Redemption out of proceeds of new issue. 
(a) ‘Debit Profit and Loss Appropriation A/c. 
Credit Premium on Redemption of Redeemable Preference 
Shares A/c. 
(b) Debit Cash 
Credit (New) Share Capital A/c. with new issue of shares. 
(c) As above 1 (b). 
(a) Do. 1 (¢). 

Examination questions sometimes combine both the above 
methods of redeeming shares, requiring a certain sum to be 
provided out of profits and the balance from the proceeds of ~ 
a new issue of shares, or vice versa. Such questions require 
to be read very carefully, in order that the exact facts may be 
understood. 

For example, the directors of a company decide to redeem 
at par 10,000 5% Redeemable Preference Shares of Al each, st 
£5,000 bein provided out of profits and the balance b Ries Ramee 
issue of Ordinary Shares of £1 each at a premium of 5s. Od. per = 
share. It will be necessary for this purpose to issue 4,000 
shares (i.e. 4,000 Ordinary Shares at a premium of 5s. Od. ppc 
each = £5, 000) and NOT, as many students assume, 5,000 x 
shares. i 

The Companies Act, 1947, provides that the published eas. 
accounts of a company must ‘show the amount provided for 
redemption of share capital and loan capital. _ eo: Saat 

ae Mees at 










Secret reserves are also referred to as “ Inner reserves” or : 
« Hidden reserves”. $ EAS 
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It is the use to which secret reserves may be put rather 
than their creation which gives rise to hostile criticism. 
Whilst the creation of secret reserves may be justified in 
certain circumstances, there is no justification for utilising 
the reserves to give an entirely fallacious impression 
of the profits being earned, or of the general prosperity of 
a company. Where sums are transferred from secret reserves 
to the credit of Profit and Loss Appropriation Account the 
fact should be disclosed in the published accounts of the 
company. 

As the Companies Act, 1947, requires further disclosure of 
reserves (see Note 5 of this Study) the future creation and 
utilisation of ‘‘ secret reserves ” will tend to be disclosed in the 
accounts. 


10. PROFITS. 


Note the usual provisions as to distribution of profits, and 
the circumstances in which interest may be paid out of capital. 
Where there are no provisions in the Articles, dividends are 
payable upon the nominal value of the shares, although it is 
- usual for the Articles, in common with Table A, to provide that 
dividends shall be payable on the amounts paid up on the 
shares. Where, however, interest is paid on calls in advance, 
dividends would only be paid on the amount called up. 


The gross amount of arrears of Cumulative Preference 
Dividends must be noted in the Balance Sheet, although 
they can only become a liability of -the company (i) when 
there are sufficient profits to pay them, and also, (i1) when the 
dividend has been declared in accordance with the company’s 
Articles. The liability is, therefore, doubly contingent. 


It should be observed that Section 54, Companies Act, 
1929, provides that a higher rate of interest than 4 cent. 
(if specified by an Order in Council) may be paid out of 
capital. An Order in Council made in December, 1929— 
The Companies (Interest out of Capital) Order, 1929—pro- 
vided that the maximum rate of interest shall in no 
case exceed 6 per cent. per annum, in place of the previous 
maximum rate of 4 per cent. 


11. AVAILABILITY OF PROFITS FOR DIVIDENDS, 
In connection with the question “What are divisible 
profits ? ”-note that :— ; 
(a) Depreciation of fixed and wasting assets need not 
necessarily be provided for, unless the Articles require 
such provision ; 
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(6) Depreciation of floating and circulating assets 
must always be provided for; and 


(c) In cases of doubt the Court will decide whether an asset 
is fixed or floating. 


(d) The legal position as to depreciation of assets may be 
opposed to sound commercial principles, and although 
a company may not legally be required to provide for 
depreciation of fixed and wasting assets, commercial ~ 
reasons usually render such a provision necessary. 


Furthermore, note that capital profits may not be dis- 
tributed unless :— 
(a) The articles permit such a distribution ; 
(b) The surplus is realised ; and 
(c) The surplus remains after a bona fide revaluation of all 
the assets. 


12. DEFINITION OF DIVISIBLE PROFITS. 


(2) Revenue profits: such balance of trading profits 
(income) over trading losses (expenditure) as remains 
after providing for the depreciation of floating assets, 
but not necessarily for that of fixed assets, and in all 
cases after retaining sufficient assets to pay the 
liabilities. E ati 

(6) Capital profits: such profits of a capital nature as a: 
remain after a complete revaluation of all the assets, 
provided that the profits have actually been realised, 
and that the articles of the company authorise the = 






distribution. eae 3 

DE eae 9, 

13, PROFITS OR LOSSES PRIOR TO INCORPORATION. = — 
Profits made or losses incurred prior to incorporation are č 
to reserve or u ofits ae 
not available bution, while in the l case the 
amount should be added to the goodwill being, in el ee 


Profit an 
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The reasons for the apportionment should be carefully 
studied. The company takes over the assets at their value 
on the agreed date and these values are used for making the 
necessary entries in the books of the company. But until 
the date of incorporation the company is not a legal person 
and therefore can have no property in the assets. When it 
obtains its certificate of incorporation, the assets acquired 
by the promoter on behalf of the company will have increased 
in value if profits have been made or decreased if losses have 
been incurred, and this fact must be reflected by an adjust- 
ment of asset values as at the date of incorporation. It is 
not usually possible to adjust the purchase consideration, for 
this will have been previously determined and embodied in 
the vending agreement. In special cases, however, it may be 
agreed that any profit or loss prior to incorporation shall be 
credited or charged, as the case may be, to the vendor and 
the purchase price adjusted accordingly. More often, 
however, the pre-acquisition profits are regarded as belonging 
to the purchasers of the business and accordingly deducted 
from goodwill, since the net value of the fangtble assets is 
increased thereby. 

The material dates are; (a) that on which the business is 
acquired, and (b) the date of incorporation of the company. 
The company is only entitled to profits from the first 
mentioned date and those earned from that date to the 
date of incorporation are of a capital nature. When 
answering questions on this subject these two dates should 
be specially noted. 

Observe carefully that special considerations may determine 
the basis of apportionment of particular expenses. Thus, 
the vendor may agree to bear any loss resulting from any 
debts existing at the date of sale which ultimately prove to 
be bad. In such a case he will be debited therewith, and 
any other losses and expenses will be apportioned in the 
company’s accounts on an equitable basis. 

The three methods of apportionment given in the text book 
and the accompanying example, should be studied carefully. 
Usually the most satisfactory results are obtained if — 


gross profit is apportioned on the turnover basis and 
expenses on a time basis. ae hy 


14. DEDUCTION OF TAX ) . AND 
INTEREST. FROM DIVIDENDS AND 
A company is entitled to dedust income tax at the standard — 


rate in force at the time when any dividend or annual interest 
becomes due for payment. The term annual interest covers oi 
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interest on debentures, mortgages and fixed loans but not 
bank interest or trade interest or discount. 


When a payment of interest is made under deduction of 
tax in this way, only the net amount will appear in the Cash 
Book and will be posted to the debit of Interest Account. 
It is necessary to pass a Journal entry, debiting Interest 
Account and crediting Income Tax Account with the amount 
of tax deducted so that: . 


(a) The accounts may reflect the true amount of interest 
aid by the company, irrespective of the tax deducted 
which may vary from year to year); and 


(6) The balance of income tax chargeable to Profit and 
Loss Account (or Profit and Loss Appropriation 
Account) may represent the amount actually suffered 
by the company. 


Dividends paid by a company under deduction of tax may 
be treated in a similar manner although opinions differ (see 
below) as to whether such dividends should be included in 
the accounts as net amounts or “ grossed-up”’ as in the 
case of annual interest. 


Any taxed interest or dividends received by a company 
should be ‘‘grossed-up”’, the appropriate Tanl entry 
being, debit Income Tax Account, credit Interest and 
Divıdends on Investments Account, with the amount of tax 
borne by deduction. 


For income tax purposes, the treatment of a dividend 
which is declared “ free of tax ” is in all respects the same as 
if tax had been deducted; the dividend is, in fact, regarded 
as a net amount paid under deduction of tax, the gross 
equivalent being found by the application of the formula 
given in the text book. Practice differs regarding the treat- 
ment of such dividends in the annual accounts and they may 
be shown either gross or net; it will be obvious that since 
the charging of the gross dividend results in a prt seeks 

ce : 


. reduction in the debit for income tax, the final 


profit carried forward will be the same. 


It should be borne in mind, however, that the payment of 
a dividend to shareholders does not affect the amount of tax 

yable by a company, the assessment being on the amount 
of the profits as adjusted fog the : pupae of income tax. 
On the other hand, income tax dedu ' 
debenture and other interest, royalties and similar annu 


ucted upon payment of ee 
pa. He 
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charges is in effect assessed on a company for collection from 
the payee. For these reasons certain authorities recommend 
that :— 


(a) Whether dividends are described ‘‘ less income tax ” 
or “ free of income tax ” the amounts shown in respect 
thereof in the accounts should be the net amounts 
payable, but where a company continues the practice 
of providing for dividends gross, the published accounts 
should indicate that the distributions are subject to 
income tax. In general, the present tendency is to 
include the net amount of dividends in the accounts. 


(6) Annual charges for debenture and other interest, 
royalties and similar annual payments, should be 


charged gross. 


15. GOODWILL. 


Lord Lindley defined Goodwill as follows :— 

“The term goodwill can hardly be said to have any precise 
signification. It is generally used to denote the benefit arising 
from connection and reputation, and its value is what can be 

ot for the chance of being able to keep that connection and 
improve it. Upon the sale of an established business its goodwill 
has a marketable value, whether the business is that of a 
professional man or of any other person. But it is plain that 
goodwill has no meaning except in connection with a continuing 
business, and the value of the goodwill of any business to a 
purchaser depends, in some cases entirely, and in all very much, 
on the absence of competition on the part of those by whom the 
business has been previously carried on.” 
More briefly, Goodwill may be defined as ‘The benefit 
attaching to a business from connection or reputation ”’. 


There are three main classes of goodwill, viz. :— 
(1) Local, arising from the situation of the trader’s 


premises ; ¢.g., a retail shopkeeper in a busy market 
centre. : 


(2) Personal Reputation of the individual, arising 
through his skill, influence, or personality, as in the 
cee of a professional man; ¢.g., an accountant or a 

octor. 


(3) The Reputation of the Goods Sold, arising from the 
high standard of quality of the goods themselves; 
e.g., a well-advertised brand of proprietary goods 
such as ‘‘ Oxo”. 
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The goodwill of any particular business may partake of 
any or all of these classes. 


In the case of a limited company, it is usual to bring 
goodwill into the books only when it has actually been 
purchased (see the Examples on pages 114 and 115 of these 
Notes) ; it is unusual (and generally undesirable) to take credit 
for an unrealised appreciationin the value of goodwill by writing 
up Goodwill Account. Goodwill may, however, be brought 
into account in a partnership business, apart from purchase, 
on the admission or retirement of a partner, to adjust the 
capital rights of the partners inter se, 


Until recently the value of goodwill was generally based on 
the purchase of a certain number of years’ average profits, 
e.g., three to five years’ purchase. Now, however, it is more 
usual to adopt the ‘‘ super profits ’’ basis of computing the 
value of goodwill. By this method only the excess of the 
average profits of a business over and above the normal 
commercial profits of a business of the nature concerned, 
is deemed to represent the goodwill portion of the 
profits, it being assumed that goodwill is represented only 
by the excess profits over and above the “ investment ” 
yield on the net capital employed in the business. Thus, if 
a business with a net capital (f.¢e., net assets employed) of 
£100,000 makes average net profits of £17,000 per annum, 
and the commercial yield on the capital invested in that’ 

e of business is considered to be 8 per cent. per annum, 


value of the right to receive an annual sum, equal to the — ; en 5 


Obviously, the right to receive 
year's time is worth less to apr 
right to receive the same am 
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sum in two years’ time is worth less than the present value 
of the right to receive the same amount in one years time ; 
and so on. The nature of the business and the status of the 
purchaser control, to a certain extent, the number of years 
super profits to be taken as representing the value of goodwill. 
For example, other things being equal, a limited company 
will usually be willing to pay more for goodwill (¢.¢., agree to 
a larger number of years’ super profits to be taken as repre- 
senting goodwill) than a private individual, since the company 
is usually in a position to pay a lower rate of interest on a 
certain proportion of its capital (¢.g., Preference Shares) than 
a private individual would be prepared to accept on his 
investment in the business. 

Having agreed upon the number of years’ super profits 
which shall be taken as representing the value of goodwill, 
these must then be discounted at an agreed rate per cent., 
in order to arrive at their present value; the rate to be 
adopted will be that which was agreed upon as the normal 
commercial yield for that class of business, in arriving at 
the super profits. Given these details, the present value of 
the right (which is the measure of the sum agreed to be paid 
for the goodwill) can easily be calculated from annuity tables. 
Thus, if five years is taken as a reasonable period, the 
present value of an annuity of £9,000 (see above) per annum, 

ing compound interest at 8 per cent., is found to be 
£35,910, or roughly equivalent to four years’ purchase of the 
super profits on a “ flat ” basis. 

From a book-keeping point of view, the goodwill appearing 
in the books of a newly-formed company ually eee 
the excess of the purchase price over the net value of 
the other assets acquired. This asset should appear 
separately in the Balance Sheet at cost, less any amounts 
written off. The peculiar nature of goodwill renders it im- 
possible to apply any exact formula in writing down its book 
value. For that reason, it will usually be found that when 
amounts are written off goodwill out of profits they indicate 
prudent business policy rather than exact accounting. The 
time when goodwill is written down is therefore the very time 
when its value is probably being maintained or is even 
appreciating. 

Many students appear to experience difficulty in arriving 
at the amount payable for Goodwill when one company absorbs 
another or when a company. is formed to take over an 
existing business, although the calculation involved is very 
simple, being merely a question of considering (4) the purchase ~ 
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price paid, (6) whether or not any liabilities are taken over, 
and À th the total value to be recorded in the books in respect 
of the assets acquired. 

Example 1. 


Assets taken over see ase «- £70,000 
Liabilities taken over ... dee «- £20,000 
Purchase Consideration wae -- £80,000 


As the liabilities are taken over and nary tenes hd paid, the sum of 
£80,000 is paid for net assets valued at £50,000 (£70,000 —£20, 000). 
Therefore £30,000 (£80,000 —£50,000) is paid for Goodwill. 
Example 2. 
Assets taken over ave T .«. £70,000 
Liabilities no: taken over Ar «.- £20,000 
Purchase Consideration A s. £80,00 
In this case £80,000 is ga for assets valued at £70,000. There- 
fore £10,000 is paid for will, 
Example 3. 
Assets taken over ana aan ees £70,000 
Liabilities taken over ... ace ««. £20,000 
Purchase Consideration T 40,000 


The sum DO T is paid for net assets valued at £50,000 
(£70,000 —£20, In this case, the assets are apparently over- 
valued to the ae of £10,000 and a Capital Reserve Account 
must be opened for this amount and shown in the Balance Sheet 
as a liability, pending a reconsideration of the asset values. 


Example 4. 
Book value of Assets taken over .. £70,000 
Liabilities taken over ... ves 20 ,000 


Purchase Consideration “ne or ,000 

The directors of the new company, after a revaluation of the 
assets, necks to record these in the books of the Company at : 
. £90,00 ee 
a aan E eae y is concerned, capa =i. ate 
will be valued at £10,000, 4.¢., £80,000 less £70,000 (£90,00 PEND S. 
£20,000). The revised valuation will rd however, book PPS 

entries of the firm absorbed, which makes a profit oT 730,000, as Ses 
in the first example above. l : are 
Fhe payment for Goodwill by the absorbing company is Pi ey 
represented by an equivalent profit on realisation in the books — aS 
of the absorbed company, except as in Example 4, when the 3 as Si 
book value of the assets taken over is amen any the oabr a a ag 


ing company. 
16. REDUCTION OF CAPITAL. HSS 
_ The fund of ca pital sae iv the shareholders a 














r 


of their debts. Acct ! 





be maintained intact or at least i it must not be red 


ns 


116 SECTION H. 








repayment to shareholders of the capital contributed. It will 
be realised that the capital may suffer diminution by reason 
of trading losses and may ultimately be wholly exhausted ; 
this is one of the risks which creditors must run. In view 
of this fact, the Companies Act, 1929, provides certain means 
by which the issued capital that has been lost may be cancelled. 
This is known as a reduction of capital and presupposes losses 
of capital. It has the effect of eliminating capital that is 
unrepresented by assets by reason of the incidence of trading 
losses : it constitutes a capital loss to the shareholders. By . 
this means, it is possible to reduce the issued capital to a 
fund which is represented by tangible assets. 


Section 46 of the 1929 Act, however, is an innovation which 
_ permits the repayment of preference shares in manner pro- 
vided, quite irrespective of losses. The preference shareholder 
receives back the amount he originally contributed subject to 
premiums or discounts on repayment due. to changes in the 
valuation of the shares. Except in so far as a discount on 
redemption may be said to represent the incidence of losses a 
redemption of preference shares does not presuppose losses, t.e., 
the capital “ written off ” is done so by repayment, and is not 
cancelled because it has been lost. This important distinction 
should be clearly understood for the redemption of preference 
shares does not operate as a reduction of authorised capital. 

The provisions of Sections 55 to 60, Companies Act, 1929, 
must be studied carefully and the general procedure on a 
reduction of. capital memorised. 


It will be noticed that the Journal entries necessary are 
as follows :— 3 
Share Capital Account ... eae SR ROY: 
To Capital Reduction Account ; 


Capital Reduction Account ... Sh) ed Brey 
To Assets written down es ` . 


_When drafting a scheme of reduction, remember that the 
rights of the different classes of shareholders among themselves 
must always be considered in determining the amount to be ~ 
written off each class of share. - 


If, in any question, you are asked to suggest a scheme for 
the reduction of capital, from the facts contained in a given 
Balance Sheet, make your answer as practical as possible. 
Study carefully the schemes, published in the financial 
columus of the daily papers:and introduce as many of the 
points given there as are pertinent to the question, Where,  ă 





a? 


iy ‘ Mei e * í b 
N A : - . Ly ` 
Hai a ; 


4 


' a Realisation Account should be opened in order to = 


The purchase consideration will be debited to Capital Acco 


together with any other undistributed profits represented by = 
| it Nets eD Detter Ma. aa ee eserve 
Account (if any) will be credited to the Capital Account 
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as in most cases, it is equitable that the ordinary shares shall 
bear the loss, they should never be entirely eliminated, 
though they may have to be reduced to a very small nominal 
value (e.g., Id. or Is.). By this means the ordinary share- 
holders retain some interest in the business and can thus 
reap some benefit from a subsequent boom period. Where 
part of the loss is borne by the preference shareholders, it is 
usual to compensate them by increasing their dividend rights 
or by the allotment of ordinary shares (as reduced in value) 
to them, thus enabling the preference shareholders to par- 
ticipate in any surplus profits. Otherwise the ordinary share- 
holders retain the whole of the “ equity ” of the company 
(é.e., the right to receive surplus profit) and do not suffer 
any loss at all under the scheme, for the reduction of the 
nominal value of their shares merely gives effect to losses 
which have already taken place, and does not make the position 
of the ordinary shareholders any worse than it was before the 
reduction took place. In fact, the position of the ordinary 
shareholders is usually improved after a reduction scheme has 
been put into operation for part of the arrears of preference 
dividend may be cancelled, future preference dividends may 
be reduced in amount, and less may be required for deprecia- 
tion of fixed assets as their book values have been written 
down. 


17. AMALGAMATION AND ABSORPTION. 


Read this section carefully, and study the examples given, 
noting in particular the opening journal entries. Where one 
company is purchased by another, the process is termed 
absorption. 


Where a sole trader or paren business is converted — 
e 


into a limited company, journal entries are similar to ae 
those necessary on an amalgamation or absorption of ee 


companies, except that the sole trader's or partners’ capital 
account(s) will appear in place of Share Capital Account. 


In closing the books of a business which is being absorbed = 
determine any profit or loss on realisation, Any profit shown pasta ar 





; “ae ae Wy 
y E at oy 


credit balances on Profit and Loss Account and Reserv 










ee: 
(Sundry Shareholders’ Account in the case of a company). — 
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or to Sundry Shareholders’ Account which should then balance. 
The profit or loss on realisation will be divided rateably 
between the individual shareholders or partners, in the former 
case according to their shares, and in the latter case according 
to the ratio in which profits and losses are shared. 


In the case of a limited company, the balance of Share 
Capital Account will also be transferred to Sundry Share- 
holders’ Account, all adjustments being made through the 


. latter account, as indicated above. 


Balances on Profit and Loss Account and Reserve Account 
which represent undistributed profits, Preliminary Expenses 
Account and other fictitious assets cannot be included: with 
the tangible assets and actual liabilities taken over, and 
will only appear in the closing entries in the books of the 
absorbed business, being debited or credited (as the case 
may be) to Sundry Shareholders’ Account. 


Where the purchase consideration for a partnership 
business consists partly of shares and partly of cash it is 
necessary to arrive at an equitable basis on which the shares 
may be distributed in the absence of any express agreement 
as to this in the agreement of dissolution. The shares may 
be of a fluctuating value and if such is the case it is more 
equitable to apportion them between the partners according 
to their profit sharing ratios. Thus, any subsequent 
fluctuations in the value of the shares will affect the partners 
in profit sharing ratios and none of them will gain at the 
expense of any other. If the partners’ capitals are not 
maintained in the profit ratio any necessary adjustment will 
be effected by the transfer of cash between the partners. 


In the case of a limited company, however, the agreement 
of sale will usually specify the ratio in which the shares are 
to be divided, e.g., 6 shares in the new company for every 5 
in the old company. | 


Where shares are issued to a vendor at a premium, the 
premium must be taken into account in determining the 
amount of the purchase consideration. Thus, if 20,000 shares 
of {1 each are issued at 25s. a share to the vendor as con- 
sideration for the net assets acquired, the price paid is actually 


£25,000 and not £20,000. When the purchase consideration 


is discharged, the purchasing company will credit Shar 
Capital Account ‘with £20,000 aa n S i ari Sias S 
Account with £5,000. Shares 


al 


credi 
2. Payment for above | Vendor. 
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Closing Old Books— 
R= Realisation A/c. ; P=Purchasing Co.’s A/c. ; S=Sundry 
' Shareholders’ A/o.: - a TAE Capital A/cs. 


Cr. 
1. Assets transferred ...! R. av particular Asset 
2. Liabilities taken over, Each liability A/c. : R. 
3. Purchase price | B: . R. 
4. Balance on R. :— | 
if a credit (profit) | A l S or C, 
if a debit (loss) . S or R. 
5. Undistributed profits P. & L. Ale or Re- | S or C. 
or other credit! serve A/c.*(as case | n 
balances | may be). 
6. Valueless debit S or C. | Particular A/c. written 
balances ace: | Off, €.g., 
Expenses or debit 
! balance on Profit 
& Loss A/c. 
7. Feymen of Purchase! Cash or Shares as P. 
price «. case may be oe 
8. Distribution ‘to share-; S or C. Cash or Shares. 
holders or partners ; 


For examination purposes the Purchasing Company's 
account can be conveniently dispensed with and the entry 
for the purchase price may be posted direct from Cash or 
Shares Accounts to Realisation Account. Since, however, 
some time will usually elapse between the date of sale and the _ 
actual payment, the method illustrated above is more correct. 


Purchasing Com 1s Books— ; 
Opening Pur g Pan A: B is a 


Assets and liabilities | (a) paon perdonar (6) Each p 
+ taken over and unt. liability account. 





purchase price paid | (e) vondar with pur- ae 
therefor ase price. i ` ERI. . 
Adjustment for Good: wee Beasties 
will (or Capital i ki ee 
e): . SS A 
if above credits ex- Goodwill witb tiia g Bee. $ 
ceed debits «| excess. 














i pe 
If the debtors are covalized the difference acon vee = ae = i 
transferred to a Bad Debts Reserve, the Suadryih jebtors ae 
remaining at their gross value. Ie ED P : ae 
In order to save time in the examination roc m the accounts — 
for individual assets and Mod 8 Ba may be Timi d by ya s 
s Sundry Assets Account ” and a SRS E bilities Ao a 
count’. | Log eens : 
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18. RECONSTRUCTION OF COMPANIES. 


Reconstruction is a term used in a very wide sense to 
express any material alteration in the constitution.of a 
company or in the rights or interests of shareholders, 
debenture holders or other creditors. Amalgamations 
and absorptions (see Note 17) as such do not necessarily 
involve reconstruction but are frequently encountered in 
reconstruction schemes. : 


Reconstructions may be found necessary for a number of 
reasons. A company may be burdened with an accumulation 
of losses which it is desirable to clear off in order to place the 
company in a favourable position for the earning of profits ; 
it may be desirable to raise further capital from existing 
shareholders by forming a new company and allotting to 
them partly-paid shares therein; the company may wish to 
extend the scope of its Memorandum ; and so on. 


Study carefully the important points in drafting a recon- 
struction scheme as set out in the text book. 


19. BONUS SHARES. 


The issue of bonus shares to shareholders, in cases where the 
company possesses a considerable reserve which it decides to 
capitalise, is not infrequent in practice. The object of this 
may be to capitalise large reserves which have accumulated 
beyond the company’s needs and to reduce the rate of © 
dividends so as to bring them more in line with the capital 
employed. 


This manner of utilising a reserve, while it makes no 
difference to the financial resources of the company, gives 
greater security to those who deal with it ; for while the assets 
of the company are largely represented by a reserve which 
can. at any time be distributed in the form of dividends, the 
stability of the company is not so great as it becomes after 
that reserve has been transferred to Capital Account; the 
latter cannot be reduced without much expense and formality, 
and the balance thereon may not be utilised for the payment 
of dividends. 

It will generally be unwise to pay a dividend in bonus 
form, unless the company will be able to pay a fair rate 
of dividend on the capital as increased by the bonus. 
Where capital is increased without any increase in earning 
capacity, a reduction in the rate of dividend must ultimately 
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ensue, and when the reduction brings the rate of dividend 
below a fair commercial return in that class of business the 
capital is said to be “ watered”. The following illustration 
will make this point clear :— 


Illustration. 

Capital, £100,000: Annual Profits, £15,000; Fair commercial 
yield, 10%. 

The capital may be increased, #.¢., by bonus shares, to £150,000 
without reducing the rate of dividend below the fair commercial 
return. It would therefore be quite in order for the company 
to issue bonus shares to the amount of £50,000 if profits were 
available. 

If, however, the capital is increased to £200,000, the average 

fits are only sufficient to pay a dividend of 7} cent., which 
is 2} per cent. below the fair commercial yield. To the extent of. 
£50,000, therefore, the capital is said to be watered; or the 
business may be said to be overcapitalised. 


The above illustrates the danger of the indiscriminate 
capitalisation of profits. 

Profits may be capitalised by :— 

(1) The issue of bonus shares 


a) at par, or 
6) at a premium, or 
3 partly for cash 
or by 
(2) Applying a bonus to make existing partly-paid shares 
fully paid up. 
Example i. | 
BONUS ISSUE AT PAR: Dr. . Cr. 
Reserve Account rot sae yee 20,000 
To Bonus Account ... oes wee ose 20,000 


ully paid shaves as per resolution 


—_—e 


Being bonus payable out of Reserve 
in fu 
dated 


Bonus Account ... aS ae oo. «©. 20,000 


To Share Capital Account s.. sse = 20,000 
Being issue of 20,000 bonus shares of SET 

£1 cach in payment of bonus, at the rate 3 S AR ae 
of one bonus shave for every three shares ih Gr Sea 
held in the company. a 
The. share register would be amended accordingly in respect of = — 
the holding of each shareholder. ae ae & ae 
: Example 2. Dre o a 
BONUS ISSUE AT A PREMIUM: ae Sere ewe EAT ASA Sg ais 







Reserve Account — se ws «e Dra 21,000 Oooo 
-To Bonus Account s. Sae ue ee AEI a a E et 
Being bonus payable out of Reserve as eee 
per resolution dated ———,— 
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Dr. Cr. 
£ 
Bonus Account ... due sa s OP: 21,000 
To Share Capital Account ... aes oe 20,00 
„ Premium on Shares Account ... wos 1,000 


Being issue of 20,000 bonus shares of 
£1 each in payment of bonus, payable 
at the rate of one bonus share at a premium 
of 1s. Od. per share for every three shares 
held in the company, 


Alternatively, if the premium of 1s. Od. per share is payable in cash 
by the shareholders, the Journal entries are as follows : 


Dr. Cr. 


£ 
Reserve Account ane aes deo DP: 20,000 
To Bonus Account ... S Fe Sa 
Being bonus payable out of Reserve as per 
resolulion dated —————. 
Bonus Account ... ucts ae Se Dr: 20,000 
Cash 


“te = “oe s Dr. 1,000 

To Share Capital Account ... cence 
» Premium on Shares Account ... wae 1,000 

Being issue of 20,000 bonus shaves of 

£1 each in payment of bonus, payable at 

the vate of one bonus share for every three 

shaves held in the company, ai a premium. 

payable in cash by the shareholders of 

ls. Od. per shave. 


20,000 


Example 3. Dr. Cr. 
BONUS ISSUE PARTLY FOR CASH: £ £ 
Reserve Account xe ace scot DP 18,000 
To Bonus Account ... awe Nee eee 18,000 
Bonus Account ... “or eas wee DY. 18,000 — 
Cash “<r 4 are T vn Oe 2,000 
To Share Capital Account ... xo To 20,000 
Being issue of 20,000 bonus shares of 
£1 each, 18s. per share paid up and receipt 
of balance of 2s. per share in cash. 
Example 4. Dr. Cr. 
BONUS APPLIED IN SATISFACTION OF CALLS: £ 4 
Call Account... aoe TE acces Dr. 10,000 
_ ~ To Share Capital Account ... sea ave 10,000 
Reserve Account ave + th LTR 10,000 
To Bonus Account ... wee awa one 10,000 
Bonus Account ... Bd son ss A IDE: 10,000 ; 
To Call Account “or E 10,000 


l Being transir to fap paa to 
oe T 

Apart from the usual issue of bonus shares by a company, Br 

Section 46, Companies Act, 1929, permits a company, after 
preference shares have been redeemed, to make an issue of -_— 

rther shares, and where the previous redemption has been 
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effected out of profits an amount equivalent to the nominal 
value of the new issue may be taken out of the Capital 
Redemption Reserve Fund and applied in paying up 
unissued shares of the company to be issued to members as 
fully paid bonus shares. 


In this case the book entries will be :— 
Debit Capital Redemption Reserve Fund. 
Credit Bonus Account. 


Debit Bonus Account. 
Credit Share Capital Account. 


20. PROFIT AND LOSS ACCOUNT. 


Section 123, Companies Act, 1929, provides that a Profit 
and Loss Account must be laid before the Company 
in general meeting, at a date not later than eighteen 
months after the incorporation of the company, and 
subsequently once at least in every calendar year. The 
account must be made up to a date not earlier than the 
date of the meeting by more than nine months, or twelve 
months in the case of a business carried on abroad. The 
Act does not state, however, what information must be given 
in the required Profit and Loss Account, except that the — 

ate amount of directors’ fees must be disclosed, although l 


as mentioned in Section G, Note 12, such fees can be disclosed =» 
in a footnote to the Balance Sheet. À zs 


The Companies Act, 1947, requires a greater degree of 
disclosure in the Profit and Loss Account—see summary m 
Note 31 of this Study. TS Soe aa 

The published Profit and Loss Account should be presented RE ae 
in such a form as to give a clear disclosure of the results of = 
the period and the amount available for appropriation, for = 
which purpose it may conveniently be divided sections, — 

A eta ig. “ight aa howe iene! eee 

Comparative figures for the previous period (prepared on 
the same basis as those for the period under review) yu ae 
_ be given in the Profit and Loss Account. ; 
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Profit and Loss Appropriation Account 
Dr. for the Year ended 31st December, 19.... Cr. 
£ £ 
To Tranne to Genera By Balance b/f. 37,000 


eserve se 5,000 Less Final Divi- 
„ Staff Pension Fund ... 3,000 dend for 19... :— 








„ Interim Divi- Ordinary 
dends for 19...: £ Shares ... 20,000 
Preference — 17,000 
Shares ... 6,000 „ Net Profit for Year 
Ordinary b/d. ies «.» 64,000 
Shares ... 18,000 
—— 24,000 
„ Final Dividend 
for 19...: 
Preference 
Shares... 6,000 
» Balance c/f. ... 43,000 
£81,000 £81,000 
peee] ees 


It will be noted from the above example, that dividends 
paid during the current year in respect of the previous year 
are deducted from the balance brought forward from the 
previous year, whereas dividends in respect of the current 
year ‘are debited to the account. 


A Profit and Loss Appropriation Account should always be 
opened to complete the final accounts of companies, even 
when the question does not ask for it, as there is usually a 
balance brought forward from the previous period and 
this must on no account be entered in the first section of 
the Profit and Loss Account. 


À In theory, proposed appropriations of profit (e.g. 

dividends) should not be recorded in the books until sie he 
necessary ratification—usually a resolution of shareholders— 
has been obtained. In recent years, however, some authorities 
have put forward the view that the Balance Sheet should 
show the balance on Profit and Loss Appropriation Account 
after debiting proposed dividends, which then appear separately 
among the current liabilities. The arguments advanced in 
favour of this method are that a clearer view is given as to the 
effect of the proposed dividends upon the surplus of current 
assets over current liabilities, and it avoids the inclusion in 
the accounts of the next period of appropriations which were 
set out in the directors’ report for the previous period and 


have already been dealt with and disposed of. Since opinion 
is divided on this subject, you must be careful to follow the 
y Fo gf ae ae ee oi ae aed r a Oa 
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terms of the question, only making provisions for final 
dividends when the question makes this intention clear, 
and explaining your reasons therefor in a footnote. 


22. BALANCE SHEET. 


Once in every year a Balance Sheet as at the date to which 
the Profit and Loss Account is made up must be prepared 
and laid before the company in general meeting. A directors’ 
report must be attached showing :— 

(a) The state of the company’s affairs. 
(6) The dividend (if any) recommended. 
(c) Proposed appropriations to reserve. 

The Balance Sheet must be signed by two directors and 
the auditor’s report must be annexed thereto. The following 
is a brief summary of the points which must be disclosed in 
accordance with the provisions of the Companies Act, 1929 :— 


(1) Particulars of the authorised and issued share capital.. 

(2) Particulars as to date of redemption of Redeemable 
Preference Shares. 

(3) Particulars of debentures which have been redeemed 
and are available for reissue. 

(4) Preliminary Expenses. 

(5) Costs of issue of Shares or Debentures. 

(6) Goodwill, Patents and Trademarks, so far as can be 
ascertained from the books and documents of the 
company. ` 

(7) Discount on S . SUS SRA 

(8) Discount on Debentures and commission paid in 
respect of shares or debentures. 

(9) Loans made to directors. 

(10) Shares in Subsidiary Companies. 

(11) Loans to and from Subsidiary Companies. 

The pro forma Balance Sheet in Appendix I to the text 
book AACA the matters which must be disclosed to comply 
with the provision of the Companies Act, 1929, and it should 
be very carefully studied, as all the points set out therein are 


very important. 


The Companies Act, 1947, requires a greater degree of 


disclosure in the Balance Shett—see summary in Note 31 of 
this Study. y 


Nee TS 
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It should be appreciated that businesses are so varied in 
their nature that there must be flexibility in the manner of 
presenting accounts and a standard form of Balance Sheet 
to suit every commercial and industrial undertaking is neither 
practicable nor desirable. The financial position can, however, 
be more readily appreciated if the various items in the Balance 
Sheet are grouped under appropriate headings and a proper 
view of the trend of the results can be obtained only if certain 
principles are consistently applied and if comparative figures 
of the previous period are also given. 


23. TYPES OF COMPANIES. 


Companies holding shares in other companies may be 
divided into four main groups :— 


(1) Investment Trust Companies—The main object of 
these companies is to invest their funds in the shares 
of other companies with a view to obtaining dividends 
from such investments. The investments are usually 
spread over a number of companies in order to obtain 
a good return with reasonable safety upon the total 
capital invested. As the main purpose of the trust is to 
derive revenue from its holdings rather than to control 
the operations of the companies whose shares are held, 
it is rarely found that the holding in any one company 
is sufficiently large to enable the trust to control such 


company. The holdings are fixed assets, 
not held for resale. mee as they are 


Investment Trust Companies must not be confused with 
Unit (or Fixed) Trusts, which are a com aratively Refs 


innovation and are not registered as limi pani 
investments of a Unit Trust are held by Ete “This is 
not a holding company in any sense of the term. 


(2) Finance Companies—these companies undertake the 
promotion of other companies and buy up the shares 
of other companies for resale to the public with the 
object of making a profit on the resale. The shares 
held by them may be regarded as stock-in-trade, ŝ.e., 
floating assets. Quite often the holdings will constitute 
controlling interests, but this is not the purpose for 
which the shares are held; it is merely a temporary 


business. 


state of affairs which is incidental to’ the company’s 


Ca 


Section H. 127 


(3) Holding Companies proper—these companies control 
the activities of one or more subsidiary companies 
either by virtue of their holdings of shares or by the 
power to appoint a majority of the directors of the 
subsidiary companies. The investments are usually 
regarded as fixed assets. 


(4) Companies in the fourth group merely acquire a 
minority holding in the shares of other companies, 
usually referred to as “ associated ’’ (or affiliated) 
companies, to facilitate trade connections with such 
companies (control not being desired). The investments 
are usually regarded as fixed assets. 


In view of its special legal recognition, the third type of 
company mentioned above is particularly important. Any 
company which holds shares in another company, for whatever 
purpose, may be called a holding company, but the term 
has a peculiar significance under the Companies Acts, 1929 and 
1947, and for this reason, its use should be restricted to those 
companies which acquire holdings in ~ subsidiary ” companies 
within the meaning of these Acts (see Note 24). 


A holdi company may itself be engaged in tradi : 
iat a ON alternatively, its revenue may be derived 
entirely from the dividends and interest received from its 


subsidiaries. 


24. HOLDING COMPANIES. 


The definition of a subsidiary company given in the text 
book (based on Section 127, Coana Act, 1929) has been 
amended by the provisions of the Companies Act, 1947, which 
define a subsidiary company as a company m which another 
company (4.¢., the holding company) is a member thereof and 


controls the composition of its board of directors or 


holds more than half in value of its equity share capital 


(i.e. capital other than capital which carries no right to 


participate beyond a specified amount in a distribution of © 
P aitalior rots) or a subsidiary of another subsidiary com- — 


pany of the holding company. 


The Companies Act, 1947, also repeals the provisions ‘ofa sem 
Section 126, Companies Act, 1929, with regard to the state- 


- 


ment to be annexed to the Balance Sheet of a holding company. — eee k 


E. 
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Whereas the Companies Act, 1929, did not prescribe any 
statutory form for the presentation of the accounts of holding 
companies (apart from the requirements of Section 125) the 
Companies Act, 1947, provides that a holding company must 
present group accounts (i.¢., a Consolidated Balance Sheet 
and Profit and Loss Account) in addition to its own “ legal ” 
Balance Sheet and Profit and Loss Account. These group 
accounts correspond to Method (4) described in the text book 
under ““ Final Accounts of Holding Companies ”. 


25. CONSOLIDATED BALANCE SHEETS. 


Questions involving the preparation of a Consolidated 
Balance Sheet from two or more given Balance Sheets are 
becoming more and more popular with examiners and the usual 
methods adopted and the various points involved described 
in the text book should be studied carefully. In par- 
ticular note that— 


(1) The whole of the assets and liabilities of the subsidiary 
are substituted for the investment in the subsidiary appearing 
in the holding company’s legal Balance Sheet. 


(2) All inter-company balances cancel out, i.e, debts and 
liabilities incurred as between holding and subsidiary com- 
panies, also inter-company bills of exchange. Note that where 
bills drawn on one company have been discounted, it is not 
possible to cancel them out and the amount of bills discounted 
must appear as Bills Payable in the Consolidated Balance 
Sheet (being liabilities of the drawee company) and the note 
as to the contingent liability which appeared on the separate 
Balance Sheet of the payee company will not appear on the 
Consolidated Balance Sheet since the actual liability is 
represented instead. 


(3) Any profit made by the holding company on ds sold to a 
subsidiary company which are still held by the etter com F 
should be eliminated by reducing the balance of the Pront 
and Loss Account of the holding company and reducing the 
stock of the subsidiary company. A similar adjustment 


acquired from its subsidiary company. These adjustments 
are for the purposes of a Consolidated ARA Sheet 


(4) Any difference between the nominal amount of the Shares in ; 


the subsidiary held by the holdin 

ae is treated. as by olding company and the cost 
acquisition) or Capital R if the shares were purchase 
at a discount). Where thee eae a hattes subsidi any 
premium paid on acquisition of the 
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should be sct off against the discount obtaincd on purchase 
of the shares in any other subsidiary and the net balance 
treated as Goodwill or Capital Reserve, as the case may be. It 
should be noted that there is an increasing tendency to use the 
term “Cost of Control ” in place of Goodwill in the Consolidated 
Balance Sheet. 


(5) The interest of “ minority ™ or “ outside" shareholders 
represented by the called up amount of the shares not acquired 
by the holding company, plus the proportion of undistributed 
profits (Profit and Loss Account and Reserves) must be 
shown as a liability in the Consolidated Balance Sheet because 
the holding company has included therein the full amount 
of the assets and liabilities of its subsidiaries although its 
ownership only extends to a proportionate part. Where 
there is a debit balance on the Profit and Loss Account of 
a subsidiary company, the proportion attaching to the 
minority interests will, of course, reduce their total interest. 


(6) Pre-acquisition profits of a subsidiary company, in so far as 
they apply to the holding company, are in the nature of capital 
and should be shown as Capital Reserve or deducted from 
Goodwill for the purpose of the Consolidated Balance Sheet. 
Any pre-acquisition loss attaching to the holding of the 
holding company should be added to Goodwill (or deducted 
from the Capital Reserve representing pre-acquisition profits 
of another subsidiary company). 


The proportion of profits attributable to the minority 
interests is not affected by the date of acquisition of the 
shares by the halding company. Such profits belong to the 
outside sharchc'ders and appear under that heading as 
already indicated. 

(7) Any capital of the holding company held by a subsidiary 
company will be deducted from the issued capital in the 
Consolidated Balance Sheet. 


It should be emphasised that all the above adjust- 
ments are only made for the purpose of a Consolidated 
Balance Sheet and that since this is outside the double 
entry system of accounts, none of the above adjustments 


affects in any way the ledger accounts of the holding AA 
company, i.e., the adjustments are memoranda only. ne 
26. HINTS ON ANSWERING CONSOLIDATED BALANCE =ë 


a” walle So 

SHEET QUESTIONS. | ae 
Most students grasp the reasons for the various adjustments ae 
necessary when preparing a Consolidated Balance Sheet, but = 
it is frequently found that many students experience difficulty — Bee 


in making two or more adjustments in the same Consolidated 
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(1) When some of the adjustments will increase or give rise 
to a Goodwill item while others can be regarded either 
as reducing Goodwill or increasing Capital Reserve, 
show the adjustments falling in the latter class as 
Capital Reserve in the first instance. At the end the 
Capital Reserve may be totalled inset and deducted 
from Goodwill or vice versa, according to whichever is 
the larger. 


(2) Make the adjustment for premium or discount on shares 
acquired first, as it does not affect the Profit and Loss 
Account balance but merely gives rise to a single entry 
under Goodwill (if a premium) or Capital Reserve (if a 
discount). 


(3) Deal with minority interests next, remembering to show 
under this heading not only the shares held by the 
outside shareholders but also their share of any 
current undistributed profits (i.e. General Reserve 
and/or Profit and Loss Account). - 


(4) Finally, transfer the holding company’s proportion of 
any profits earned (or losses incurred) by the subsidiary 
before the shares were acquired ; the balance of profits 
or losses (#.¢., those earned or incurred subsequent to 
acquisition) should then be merged with the balance on . 
the holding company’s own Profit and Loss Account. 


27. CONSOLIDATED PROFIT AND LOSS ACCOUNT. 


A Consolidated Balance Sheet must be accompanied by a 
Consolidated Profit and Loss Account showing the combined 
results of the holding company and its subsidiary companies. 
The rules already set out for the preparation of th Co; - 
solidated Balance Sheet apply with respet to the tearen 
of unrealised inter-company profits, pre-acquisition profits 
and losses and the interests of minority shareholders in 
current profits. Care must be taken that the fund shown as 
the divisible fund consists solely of profits actually attributable 
to the holding company’s interest in the combined group of 
eid teal In we soon te the adjustments in the k 
specimen Consolidated Profit and Loss Account given in the 
text book. ee 
‘The usual bases for the valuation of shares are (1) the pr 
Basten and (2) the assets basis’as disc! pean oes 
Sheet. nc — >` | Se a A S A 
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Profits Basis. In this case it is necessary to ascertain 
what sum of money will absorb the average profits (for three 
to five years) at a rate of dividend equal to a fair return. 


Example. 


Motors, Ltd., have an issued capital of £20,000. The average profits 
for the past five years amount to £4,000. It is assumed that in a 
business of this type an investor would regard 10% as a fair return. 


The average annual profits on this basis capitalise as follows :— 


4,000 100 
—— X — = £40,000. 
10 





1 
The value of the shares may therefore be taken as :— 
40,000 
wx Qs. Od. por share. 
£70,000 ~ “ k 


It will be noted that under this method no further 
adjustment in respect of goodwill is necessary, for the 
super profits resulting from goodwill are included in the 
average profits. Since these are capitalised upon the agreed 
basis the capital value thus determined includes the value 
of goodwill (the capitalised value of the super profits). 
Similarly no further adjustment is required in respect of 
surpluses, ¢.g., General Reserves, which have been built 
up out of profits and are therefore taken into account in a 
valuation based on profits. ; 


Assets Basis. In this case it is necessary to ascertain 
what fund would be available, on the basis of Balance Sheet 
figures, for the shareholders after all possible claims against 


the company have been settled. 
Example. 
The following is the Balance Sheet of Motors, Ltd. :— 
Liabilities. Assets. í 

ued Capital, £20,000 Goodwill... <- se 4,000 
Tos if a" each, Sundry Assets ... «» 37,000 

fully paid sus a 20,000 Cash asa uae acu 3,000 
5% Debentures...  ... 10,000 
Reserve Account s. 4,000 


Creditors . 9,000 
Set, and Loss Accoun 1,000 
eel 


£44,000 : £44,000. 
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Goodwill is revalued and is found to be worth £3,000. Assuming 
that the remaining assets are of the value stated in the Balance Sheet, 
and that no other liabilities exist, it would appear that the sharcholders 
are entitled to :— 








£ £ 

Total Assets eee See soe tee 44,000 
Less 5% Debentures... ihe +. 10,000 
Sundry Creditors ... “on --- 9,000 
Depreciation of Goodwill ... .. 1,000 

‘4 20,000 

Net Assets available for Shareholders : £24,000 

Perera ent 


On this basis the shares are worth :— 


24,000 
£—— = f1 4s. Od. per share. 
20,000 


For examination purposes, both methods of valuation of 
shares can be adopted and the results averaged. Thus, if 
this suggestion is applied to the valuations in the above 


examples, the value of each ordinary share will amount 
to :— 


_ £2 0s. Od. + £1 4s. Od. = £1 12s. Od. 


It should be observed that other factors should also be 
taken into consideration, e.g., 


(a) phe nature of the business, and the general trend of 
e. 


(6) The nature of the security afforded by the assets. 
(c) The adequacy of the reserves. 


(2) The value of any secret reserves, e.g., no goodwill may 
appear in the Balance Sheet although profits reveal 
this to be considerable. 

(e) The rights attached to the various classes of shares, 
¢8- preference shareholders may be entitled to 

participate in profits beyond their fixed dividend and 





following result | is obtained :— 3 E 
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_Where shares in limited companies are valued on the 
yield or profits basis, the rate of interest to be employed in 
the valuation will depend primarily on the general level of 
investment yields, as led by British Government securities 
and first-class mortgages. The addition to be made to the 
gilt-edged yield will depend on the security available and 
the risk of loss which is always present in some degree. 
Although the Ordinary Shares of first-class industrial concerns 
are often quoted on the Stock Exchange at a price which, 
on the basts of current dividends, shows a yield almost as low 
as that returned by British Government securities, this does 
not indicate that a yield of 3 or 4 per cent. is considered 
sufficient. Actually such a return discounts the prospect of 
increased profits and dividends and, what is more important 
to the large investor and sur-tax payer, the resultant capital 
appreciation which is not liable to tax. In the case of Ordinary 
Shares which are entitled to the whole of the profits after 
meeting the prior claims of Preference Shares, the valuation 
may be made by reference either to the balance of profits 
or to the dividends actually paid. As it is assumed that a 
prudent policy will be followed and the profits will not be 
distributed “ up to the hilt”, profits will be capitalised at a 
higher rate of return than dividends. In the case of a private 
company of average size and prospects, ordinary dividends 
might be capitalised on a 6 or 7 per cent. basis, whereas 
profits would usually be capitalised to yield 8 to 10 per cent. 


The anticipated profits are usually, of necessity, estimated 
by reference to average past profits. If it is desired to make 
allowance for any pronounced trend in the profits this can 
be done by “ weighting ” the average. ‘Thus, if the profits 
have been as follows :— 

£ 
Year 1 ine des ws 2,000 
Year 2 ian nae «» 3,000 
Year 3 ps act . 4,000 
Year 4 ane ane te 5,900 
Year 5 avs |, wee eee 7,000 


the total for the five years is seen to be £21,500, 


annual average of £4,300. If the profits are “ weigh 


in inverse proportion to thé number of years elapsed, the 
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Weighted average-£27,000 ={5,133 


. This method of weighting is purely arbitrary but it may 

be applied both to the estimation of profits for the purpose 
: of share valuations and to the computation of goodwill by 

reference to average profits or average super profits. 


It is generally considered that as an investor is primarily 
concerned with the yield of an investment the profits method 
of valuing shares gives the most satisfactory result. Circum- 
stances may be such, however, that the method cannot be 
applied. For example, suppose a wealthy trader wishes to 
obtain control of and reorganise a concern which has con- 
sistently shown trading losses. The value of the shares on 
a profits basis would be “ Nil ” and the only possible method 
of valuation which could be adopted would be the assets 
basis. In such a case the break-up value of the assets would 
most truly represent the value of the concem and con- 
sequently of the shares. 


29. LIQUIDATION OF COMPANIES (CHAPTER XV). | 
__ A joint stock company is not subject to the bankruptcy < be 
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Voluntary liquidation, being the act of the company 
itself, initiated by ordinary, special or extraordinary 
resolution, and being either 2 members’ voluntary 
winding -up or a creditors’ voluntary winding -up. 
If, before the date of the resolution to wind up, a 
majority of the directors file a statutory declaration 
that in their opinion the company will be able to pay 
its debts in full within twelve months from the com- 
mencement of the winding-up, the winding-up will 
be a Members’ Winding-up ; otherwise the winding- 
up will be a Creditors’ Winding-up. This distinction 
must be carefully noted. 


(b 


* 


Voluntary liquidation under the supervision of 
the Court, this being initiated on the petition of 
creditors or contributories who desire that a voluntary 
liquidation which ts in progress shall be continued under 
the supervision of the Court. On the order being made, 
the Court will decide what powers shall be left in the 
hands of the liquidator and what matters shall be 
excluded from his powers and reserved to the Court. 


teema” 


(c 


One effect of a winding-up order is that the business must 
cease, except in so far as it may be required to be continued 
for the beneficial winding-up of the company. 


On a winding-up order being made, the Official Receiver 
in Company Liquidations takes charge of the affairs of the 
company until a liquidator is appointed, obtains a full state- 
ment of the affairs of the company, and makes a report on the 
same. In a compulsory liquidation a Statement of Affairs 
is prepared, as in bankruptcy proceedings, and filed with the 
Court, and a similar statement is usually prepared in a volun- 
tary liquidation, although no particular form is prescribed. 
Where the shares of the company are not fully paid, 
the Statement of Affairs in a compulsory liquidation 
is divided into two portions, dealing respectively with 
creditors and contributories (shareholders). Uncalled 
capital is not an asset until a call has been made; details of 
the uncalled capital should be included in a note at the foot 
of the Statement. Debentures carrying a fixed charge are 
treated in a similar manner to secured or partly secured 
creditors, whereas debentures carrying a floating charge are 
treated in a similar manner to preferential creditors. 


The Companies Act, 1947, provides that, in the case of 
liquidation, priority shall be given to the debt for the wages 


Is? i; = z 
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or salary of a-clerk, servant or workman to the extent of £200 
and for a period of four months in all cases. 


At the commencement of his duties, a liquidator must settle 
the lists of contributories (persons liable to some extent for 
the company’s debts). List ‘‘A’’ contains the names of 
present members, and List ‘‘ B ’’ the names of persons who 
have ceased to be members within twelve months prior to 
the winding-up. The latter are still under liability for the 
costs of the winding-up and for debts incurred prior to the end 
of their membership if the present holders of the shares, on 
List “ A ”, fail to pay the balance due on the shares. Of 


. course, if the shares are fully paid, there are no contributories. 


Section 274, Companies Act, 1929, provides that if a 
company which has gone into liquidation has not kept 
proper books of account for the period of two years immed- 
lately preceding the liquidation, the directors and other officers 
may be liable to imprisonment. The term ‘‘ proper books 
of account ’’ is defined as such books and accounts as 
are necessary to exhibit and explain the transactions 


and financial position of the company, including books 
to record :— 


(a) Daily details of cash received and paid ; 


(b) Statements of the annual stocktakings: and (except in the 
case-of retailers) 


(c) Sufficient details of the purchases and sales to enable the 
goods and sellers and buyers thereof to be identified. 


The accounts of a liquidator are almost identical with those 


of a trustee in bankruptcy, and terminate, in the case of a 


compulsory winding-up, with a Realisation Statement, and, 


in the case of a voluntary winding-up, with a Cash Account. 


_ When preparing the Liquidator’s Final Statement, it is 
important to arrange the payments in the order in which they 


would actually have been made, showing Preferential Creditors 


before Debentures, etc. The proceeds of the sal f t 
should be shown in full with the expenses or costs of realise faa 
as a payment on the credit side. , 


It should be borne in mind that the Liquidator’s Final 


Statement is essentially a cash account. It will only show 


cash actually received and paid by the liquidator. Thus, 


ow ant 
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if a company,is wound up for the purpose of, z2construction, aah 
there may be many transactions which will not #ppear in the 
liquidator’s final statement. For example, debeature holders 

may receive shares in the new company for a portion of their 

claim, the balance being paid out of the proceeds of a call made 

by the directors of the new company on shares issued to the 
shareholders of the old company as only partly paid. None of : 
these transactions would appear in the liquidator’s final 
statement but an explanation might be added by way of 

footnote. 


When shares are only partly paid the liquidator will make 
a call in order to pay off liabilities as far as possible and to 
adjust the position between the different classes of share- 
holders. The liquidator should avoid making a call greater . 
than is really required, otherwise a return of cash may be 
due to the shareholders upon whom the call was made. 


Note the Statement of Affairs, Deficiency Account, and 
Summary of Accounts shown in the text book. 


30. FINAL ACCOUNTS OF LIMITED COMPANIES. 


-The following complete illustration of the procedure to 
be adopted when preparing the final accounts and balance 
sheet of a limited company should now be studied in con- 
junction with the various instructions and discussions on 
this subject in Section F. It must be remembered that time 
is an important factor in the examination room and the 
preliminary work must, therefore, be cut down to a minimum. 


Example. oo 

errit’s Limited was formed to take over an old established busi- 
Beth oa ‘registered on ist January with a nominal capital of  — 
£125,000, divided into 100,000 O ry shares of £1 each, and 25,000 - hae 








t. Preference shares of {1 each. The whole of the Ordinary == 
6 Pe were allotted and fully called. These shares were fully paid up, = 
except that 500 shares (upon which 5s. per share due on application = 
had been aid) or Bees + 


paid) had been forfeited for non-payment of calls. 





d paid up, except that the final call of 5s._ 000 sha: 
into a guarantee that the book debts taken over by the Compar 


UL oe ` 
i ny =~ 
Byes tT 


towards the preliminary expenses. 
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Freehold Factory (at cost) ... 
Machinery and Plant (at cost) 
Motor Vehicles (as cost) 
Manufacturing Wages 
Purchases... soe ses 
Do. Returns ... 

Sales ... se eee see 
Do. Returns ... xT ces 


Stock (1st January) ... sae 


Directors’ Tees a 
Office Salaries wes was 


Manufacturing Expenses... 
Carriage Inwards ... sci 
Carriage Outwards ... m 
Factory Fuel and Lighting ... 
Office Expenses Meni a S 
Machinery Repairs ... ae 
Office Furniture (at cost) ... 


Trade Investments (at cost) 


Interest received on Investments 


Factory Power and Space sub-let ... 


Workmen's Superannuation Fund ... 


Cash in Hand... sss 


Do. at Bank ... oa was 


Sundry Debtors ...  ... 
Sundry Creditors ... isk 





In addition to the ledger accounts 
to record the above particulars, the following balances 
were extracted from the books of the Company as on 31st December :— 


LEDGER BALANCES—31sSt DECEMBER, 19.... 


£ 
26,843 


10,840 
5,400 
12,564 
104,681 
3,594 
161,395 
1,942 
34,861 
500 
4,762 
3,787 
5,642 
6,980 
3,178 
784 
372 
500 
7,840 
170 
300 
2,200 
1,250 
10,864 


ee EEEsesesesieteeEr oars one <= =e 
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LL eee SEEN EES 


LEDGER BALANCES—31sSt DECEMBER, 19.....—continued. 
£ 

Preliminary Expenses us fee 850 

Transfer Fees “oe as ia 3 

Travellers’ Salaries and Commission 7,562 


General Expenses... “fe Saa 3,840 
Goodwill (at cost)... ny ... 15,000 


You are required to prepare Manufacturing and Profit and Loss 
Accounts for the year ended 31st December, 19—, and a Balance Sheet 
as at that date. 


The following matters must be dealt with when preparing these 
accounts :— 


(a) Provide for depreciation as follows :— 


Machinery and Plant 10 per cent., Motor 
Vehicles 20 per cent. Office Furniture 
5 per cent. 


(b) There was a contingent liability as on 31st 
December, on Bills Receivable discounted 
by the Company, amounting to £200. 

(c) The interest accrued on the investments as 
on 31st December, amounted to £192. 


(d) Write off £300 from the Preliminary Ex- 
penses Account. 


(e) Transfer £1,000 to a Reserve Account. 


(f) The Stock on hand as on 31st December, 
was valued at £38,460. 


(g) Provision for Bad Debts is to be created, 
equal to 5 per cent. on the Sundry Debtors. 


(h) A contribution of £500 by the Company is 
to be added to the Workmen’s Superannoua- 
tion Fund. 


(i) The current market value of the Trade 
Investments amounted to £8,000. 


METHOD OF ANSWERING. 


ist Step. i azi 

estion through carefully to find out exactly what is 
ceneived (vir, Manufacturing and Profit and Loss Accounts for the year 
ended 31st December, 19—,, and Balance Sheet as at that date), and the 


ture of the information given. As purchases and stocks 
ie ae materiel and finished goods are not shown tely it will 


not be possible to prepare a Marufacturing Account in the proper 


ofthe term. The result will be a combined Manufacturing and Trading 


. Account showing the Gross Profit but not the Cost of Production. 
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2nd Step. 


As the data are not given in the form of a Trial Balance, it is necessary 
to prove that the figures do, in fact, balance. To write out a Trial 
Balance would involve a fatal waste of time in the examination room. 
The following method is probably the quickest possible— 


(a) Go through the list of balances and “ bracket ” those amounts 
which represent credit balances. (Note that the number of 
credit balances in the average Trial Balance is considerably 
less than the number of debit balances; thus it saves time to 
pick out the credit items.) 


—_™ 


The “ Trial Balance ” is still incomplete in that the balances 
arising out of the share transactions in the preamble to the 
question are not included. These should be written out on 
a separate sheet of paper in such a way that the figures can be 
placed underneath those in the list of balances. The credit 
items should be “ bracketed ” as before. It is now possible to 


cast the credit and debit items separately and to prove the 
Trial Balance. 


The battle is now half won. If you are careful in making your 
transfers and adjustments, your final accounts cannot fail to agree. 


3rd Step. 


Indicate the destination of each item on the List of Balances (not 
forgetting your separate sheet) by a letter, thus :-— 
M for Manufacturing Account. 


T for Trading Account (applies where separate Manufacturing 


and Trading Accounts are required—not applicable here). 
P for Profit and Loss Account. 


A for Appropriation Account. 
B for Balance Sheet. 
The list of adjustments should be marked in the same way. Note’ 
particularly that as these adjustments have not, at this stage, been 


brought into the double entry, each will affect two accounts except 


the note regarding the contingent liabili , whi z 


4th Step. : 


through the list of adjustments and make brief notes in the 
margin, of the list of balances against all items that will be 


At this stage your work will appear as follows :— 


_ LEDGER BaLaxcrs—31sr DECEMBER, 19... 


: £ 
Freehold Factory (at cost)... .. 26,848 B 
10% dep'n. £1,084 Machinery and Plant (at cost) .. 10,840 B 
20% dep'n. £1,080 Motor Vehicles (at cost) so ... 5,400 B 
Manufacturing Wages... e. 12,564 M 


eS 
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LEDGER BALANCES—31st DECEMBER, 19...—continued. 


£38,460 at end. 


5% dep'n. £25 
Accrued £192. 


Plus 4500 


B/D 5%. £947 


W/O £300. 


Nom. 100, 0,000 
Nom. 25,000 


ones 
—-" 


4 
Purchases ... ee AP «« 104,681 
Do. Returns nae Ae we [ 3,594] 
Sales eee vee eee .. [161,395] 
Do. Returns aia ane on 1,942 
Stock (1st January) xr <.. 34,861 
Directors’ Fees... an ane 500 
Office Salaries or ose ae 4,762 


Manufacturing Expenses... $ 3,787 
Carriage Inwards ... ous eae 5,642 
Carriage Outwards ST oe 6,980 
Factory Fuel and REDE 2 3,178 
Office Expenses ... Se 784 
Machinery Repairs “ae see 372 
Office Furniture (at cost)... ase 500 


Trade Investments (at cost) sie 7,840 
Interest reccived on Investments [ 170] 
Factory Power and Space sub-let [ 300] 
Workmen's Superannuation Fund [{ 2,200] 
Cash in Hand Ke cue aF 1,250 
Do. at Bank TE sas ... 10,864 
Sundry Debtors ... ase .. 18,940 
Sundry Creditors ... eae . [ 3,742] 


Preliminary Expenses ... ang 850 
Transfer Fees ae one presi 3] 
Travellers SARIS CATER 7,562 
Gencral Expenses .. aes ave 3,840 


DoW DWN RE 


Goodwill ... one wee «=. 15,000 


Ord. Shares, Ae ih aed .. [ 99,500] 





“trl 

B ir 

Pref. Shares, £1 each Ht ... Í 20,000] B | 
24 Shares are ae ve ‘Po ‘225)35 | 
Calls in Arrear si w met 250 B | 
Vendors re Debis cee ‘ne 742 B | 
Do. P.EXS. «= aoe eae 250 B | 
Totals `. „=e. [291,029] 

: 291,029 | 

oR ae ee ree 





(a) The following depreciations must be 
written off :— 


Machinery and Plant 10 per cent. M&B 
Motor “Vehicles 20 per cent, P&B 
Office Furniture 5 per cent. f: P&B 
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(6) There was a contingent liability as on 
31st December, on Bills Receivable dis- 
counted by the Company, amounting B 
` to £200 (Note only) 


(c) The interest accrued on the investments 
as on 3lst December, amounted to £192. P & B 


(d) Write off £300 from the Preliminary Ex- 
penses Account. A&B 





ee e a 


(e) Transfer £1,000 to a Reserve Account. A&B 


(f) The Stock on hand as on 31st December, 
was valued at £38,460. M & B 


(g) Provision for Bad Debts is to be made, 
equal to 5 percent. on the Sundry Debtors. P & B 


| (4) A contribution of £500 by the Company 
is to be added to the Workmen’s Super- 


annuation Fund. A&B 
(i) Current market value of Trade Invest- B 
ments, £8,000. (Note only) 
5th Step. 
The accounts can now be completed. Your reliminary work 1. 


should have given you a good idea of the items whic will be included, 
but it is advisable to take a separate shect of paper for each account 
and to space out your work well in case any item should be accidentally 
omitted. As you insert each item in its proper place, cross out the 
letter which indicates its destination. Thus before leaving the Manu- 
facturing Account all the M’s should have been crossed out. It is 
advisable to insert balances and totals in pencil until the accuracy of 
the Balance Sheet has been proved by the agreement of its totals. 


If the Balance Sheet does not agree an error must have been made. 
The amount of the difference should be ascertained. 


Ifitis a round figure an error in addition is indicated. 


If it is an odd amount, search the list of balances for— 


(0) an amount equal to half the difference, : Ser 
Side of the accounts. — entered on the: wrong 


If it is a multiple of 9 a misplacement of fi is possi i 
this event, or if the above Hekasi fail, the work nna S rechain ; 


The completed accounts are shown on pages 143 and 144. 

Although this example involving aimited | y has been chosen 
as an illustration of the method of tackling a Auai Leone 
in the examination, it i 9 


S, of course, of general application. 


ng a final accounts question Ki Be 
PAETE 4 
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31. COMPANIES ACT, 1947—DISCLOSURE IN ACCOUNTS. 


In June, 1943, the Board of Trade appointed a Committee 
to consider what amendments were desirable in the Companies 
Act, 1929. The Committee’s Report was presented to Parlia- 
ment and published in July, 1945. In December, 1946, the 
Companies Bill, 1946, was presented to Parliament and the 
provisions of the Bill are in the main based on the recommend- 
ations made by the Committee on Company Law Amendment 
but, in addition, the Bill contains provisions on matters not 
dealt with by the Committee, for it was recognised by the 
Committee that their Report did not cover the entire field of. 


Company Law Amendment. 


At this stage, students possessing a copy of the twelfth 
edition of Vickery should refer to Appendices III and IV in 
which are summarised the recommendations of the Com- 
mittee and the provisions of the Companies Bill, 1946, with 
regard to disclosure in the published accounts of companies. 


The provisions of the Companies Bill, 1946, have now been 
incorporated in the Companies Act, 1947, and these provisions — 
will probably apply to all publisasd ace ual n E a 

i ‘ods ending on or after Ist July, . Parti- 
aceoun SS Ane paid, therefore, to the following 


tion should be , 3 
ern boa the main provisions ot the 1947 Act,and it should 


-a mind that these provisions are additional to those ~ 
be bome aia Companies Act, 1929, that are still 





provisions of the 
unrepealed. 
. eet: Section 124 of the 1929 Act (regarding , 
eae Balance Sheet) is amended so as to provide 
that the Balance Sheet shall give a true and fair view of the 
state of the affairs of the company, with share capital, reserves, 
provisions, liabilities and assets classified under separate 
headings appropriate to the company S business. Fixed assets 
(i.e. assets not held for conversion into cash) must be dis- 
tinguished from current assets (F.¢., cash and assets held for 








pot 










conversion into cash), and the method of arriving at the 
value of fixed assets must be shown. = -e 
In addition to the requi BES 
sections of the Compani n 
separately :— Fay P 
(1) Where ascerta ro 





S 


ng 
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information need not be disclosed in the case of good- 
will, patents or trade marks, or in the case of investments 
where the market value has been stated. 


(2) Investments (other than those in subsidiary companies) 
classified as :— 


(a) Trade investments. 


(6) Other quoted investments (with a note of the 
market value if different from book value). 


(c) Other unquoted investments. ` 


(3) Capital reserves (#.¢., reserves not regarded as free for 

: distribution as dividends), revenue reserves and 
provisions (except provisions for diminution in value of 
assets), and where these items have increased or 
decreased since the date of the last Balance Sheet, the 


source of or application of the differences must be 
disclosed. 


(4) Bank loans and venir (whether secured or un- 
secured). 


(5) The net amount of any dividend recommended by the 
directors. 


(6) The nominal and book values of any debentures of the 


- company held by nominees or trustees (e.g, debentures) 
_ purchased but not redeemed). 





, (7) The amount of premiums on share capital. 


The following matters shall be stated by way of note or in i PA ; 


= a statement or report annexed to the Balante Sheet if not 
Eag otherwise shown :- ea ee 


ee S ; E) Shares an apon. $ 

eat (2) Gross arrears of. ixed dividends on an Gas Sihi P 

= bo wen Besta w ich h sucii, dividends Wee last a weg 
ts of the company to secure h aul 


nari k ae A . tate 
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(6) Current assets which the directors ‘believe will not 
realise the Balance Sheet values. 


(7) Basis of conversion of any material amount of foreign 
currency assets or liabilities. 


(8) Basis of taxation provisions. 





(9) Shares or debentures of the company held by its 
subsidiaries. 





(10) Shares in holding and fellow subsidiary companies, and | 
indebtedness to and by such companies, showing total l 
debentures separately. 


Profit and Loss Account : The Profit and Loss Account 
is to be compiled so as to give a true and fair view of the 
profit and loss for the year and to include the following : 
information :— 


(1) gate provision for depreciation of fixed assets. 
Where provision is not made by means of a depreciation , 
charge, the method of making such provision or the 
fact that no provision has been made shall be stated. 


(2) Gross amount of interest on debentures and other 
fixed loans. 
(3) Taxation distinguishing, where practicable, between 


income tax and other taxation. The basis upon which 
the charge for income tax is computed must be dis- 


(4) Provisions made for redemption of share capital and oye = 
loans. : JE <4 


(5) The amount, if material, set aside or proposed to be iz 
- set aside or withdrawn from reserves. ae 







(6) The amount set aside for provisions not 


the purposes thereof. Ree 
e amount of income fronvinvestments, disting 
(9 peas trade investments and other inves : 


— vis 
>~ J mne a> 
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(8) The aggregåte of directors’ emoluments, pensions and 
compensation payments for loss of office. 


(9) Dividends paid or proposed, disclosing whether such 
amounts are stated before or after deduction of income 
tax. 


(10) Profits and losses of a non-recurrent or exceptional 
nature if material in amount. 


(11) The effect, on the profits, if material, of any change 
made in the basis of accounting. 


Comparative Figures: Corresponding figures of the 
preceding Balance Sheet and Profit and Loss Account are to 
be shown. 


Consolidated Accounts : A holding company is required 
to annex to its Balance Sheet a consolidated Balance Sheet ~ 
and Profit and Loss Account prepared on the same lines as 
the Statutory Accounts. Accounts of subsidiaries are to be 
made up at the same date as accounts of the holding company. 
If the directors consider it impracticable to include information 


as to subsidiaries or to adopt the same date they must attach 
a statement giving :— 


(a) Their reasons, 
(6) The net aggregate of subsidiaries’ profits (or losses), 


- (c) Any qualifications in auditors’ reports on subsidiaries’ 
accounts. 


_ REVISION. 


of principles in your text book, and paying suraa attention 
ne 
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should now be cleared up. Unless this is conscientiously 
carried out you will find that your revision at a later stage of 
this course will prove unnecessarily arduous. 





PRACTICE WORK. 


Work Exercises 9S, 9V, 94A, 9DD, 15N and 150, and 
others sf time permits (not to be submited to the College). 





For Test Paper, see separate booklet. 
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SECTION I. 


COST ACCOUNTS. 
READING: “ Vickery”, CHAPTER XVI. 


i. OBJECTS OF COST ACCOUNTS. 


Cost Accounts serve to :— 
(2) Show whether profits or losses are made on particular work ; 
(b) Show whether estimates are exceeded or otherwise : 


(c) Facilitate the introduction of better methods and minimise 
waste, pilferage, inefficiency, etc. ; 
(d) Assist in forming future estimates and in tendering for orders ; 


(e) Show up sources of economies in the comparisons of similar 
work done at different times ; 


(f) Erevent the uneconomic locking up of capital in slow moving 
stocks ; 


' (g) Provide material for periodical profit and loss accounts 
between stocktaking times; and 


(4) Generally, give detailed information concerning the work 
done, so that it will not be necessary to manufacture an article 
at a greater cost than it could be obtained from outside, and 
thus enable the plant to be operated to the utmost advantage. 


2. CLASSES OF COST ACCOUNTS. 
Cost Accounts are usually divided into the followin 
classes . s 


Class. Showing Cost o 
(a) Contract, Job or Each job or contract: f 
Terminal. 


(b) Single or Output Quipu per natural unit, e.g., a ton 
-Of coal. ‘ 


(c) Departmental Working each of several departments. 

(2) Multiple Each product or class of products. 

(e) Process Each of a number of successive 

i Ae LPNA PES 

f) Operating or Working such undertakings as rail- ` 
Working ways, tramways, etc. RRT PA 


Slightly different classifications are adopted by other bee 






writers, but they differ in name only, and the same objects 
are achieved thereby. fee Er ae ea ee 
A à g s : sa: 2 <p be ee oR 
r ” : j sf ip à 2 
j a) as ee Le EST 
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3. ELEMENTS OF COST. 


The total cost of any job, process or unit is made up of :— 
1. Prime Cost. 
Direct—Labour. 
Materials, 
Expenses. 


2. Factory (or Works) Overheads (or Oncost). 
Indirect—Labour. 
Materials. 
Expenses. 
3. Administration Expenses, ¢.g., General Office Expenses. 
4. Selling Expenses, ¢.g., Travellers’ Salaries and Commissions. 
5. Distribution Expenses, ¢.g., Carriage on Sales. 


Note carefully the class of expense included under each 
of these headings as described in the text book. 


STORES. 


The ordering, receipt, storage and issue of stores may be 
summarised as follows :— 
1. Purchase Requisition from Storekeeper to Buying 
Department. 
2, Order Form madec out, sanctioned and dispatched. 


3. Goods Received Note made out for goods received by Goods 
Receiving Clerk or Storekeeper. 
. Buying Department checks Goods Received Note with Copy 
: of Order, Advice Note and Invoice. 
' 5. Goods taken into store and entered on Bin Card and in 
Stores Ledger. £ Sala 
Goods issued from store against a Stores Requisition. 
o.oo rds on Bin Card and in Stores Ledger. 
7. Goods returned to store inst a Credit Slip. Records on 
Bin Card and in Stores er. l 
8. Goods transferred from one job to another recorded on a l 
Transfer Note. i , 
Stores Requisitions, Credit Slips and Transfer Notes sum 
3: marised a analysed on a Materials Abstract. . = com 
10. Job or Contract Accounts in Job Ledger posted up from ers 






illustrations in the text book of the various forms 
Semm above should not be merely. glanced at but RE 
memorised- a 


ET 
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5. METHODS OF REMUNERATION. 
The principal methods of remuneration and the main 
features of each are summarised below :— 
(2) Time Rate—fixed amount per hour, day or week. 
(b) Piece Rate—fixed amount per job, article or operation. 
(c) Premium Bonus— 


(i.) Halsey-Weir Method—bonus of say 50% of time saved 
on standard time in addition to fixed rate per hour for 
time taken. 

(ii.) Rowan Method--hourly rate for time taken plus a bonus 
calculated as a percentage based on time saved in propor- 
tion to the time allowed. 


There are other Premium Bonus methods with the same 
underlying principles. 


6. ALLOCATION OF OVERHEAD CHARGES. 
The various methods of allocating overhead charges are 
summarised below :— 
1. Percentage on Prime Cost— 
Total Indirect Expenses x 100 
7 Total Prime Cost 
2. Percentage on Direct Wages— 
Total Indirect Expenses x 100 
Total Direct Wages 
3. Flat Hourly Rate on Direct Wages— 
Total Indirect Expenses 
Total Labour Hours 
4. Machine Hourly Rate— 
Total Indirect Expenses 
Total Machine Hours 
5. Fixed Amount per Unit. 


The advantages and disadvantages and the suitable cir- 
cumstances for each method should be noted carefully. 


7. WORK IN PROGRESS. 


One of the most important factors in the determination 
of the profits of builders, contractors and Eea ee 
valuation of work in progress. The general rule that stock 
and work in progress must not be brought into the accounts 
at a value higher than cost must be relaxed somewhat in the 
case of long term contracts which sometimes spread over 
several years. In such cases it is usual for the architect or 
structural engineer, acting for the other contracting party, 
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to certify from time to time that work to a certain value 
has been completed. The amounts certified may fall due for 
payment immediately or it may be agreed that a certain 
percentage shall be retained until completion of the whole 
contract, such amount being termed “ retention money”. 


The principles to be adopted when such a contract is in 
progress at the date when the books are balanced may be 
illustrated by the following example :— 








Example. 


At 3lst December, 19..., B. & Co.’s contract ledger indicated the 
undermentioned expenditure in connection with a contract for the 
erection of factory premises :— 


É 
Materials oi "© a aa 180,000 


Plant sis ay nee See 30,000 
Wages Troe weiter tetramer 246,600 
Overhead Charges ase cen 12,900 


Building operations have been in progress for six months, i.e., from 
1st July, the contract price being £900,000. The cash received on 
account, being 80 per cent. of Surveyors certificate, was £360,000. 
Cost of work finished but not yet ed was £15,000. 

(a) You are required to pre an account showing the profit 
to date, after allowing 10 per cent. per annum depreciation 
t. 
(b) Vint propartion of the profit would B. & Co. be justified in 
taking to the credit of Profit and Loss Account ? 


Solution : CONTRACT ACCOUNT. 
Job No.— Premises for Albania Ltd. 
Contract price, £900,000 
Dr Cr. 
OM aaaaaaaalauaaiauauaauauauauauauaaaaaauauluaua$luluaiaiaiaaaaasaassassssssstl$MIMlM 
19.... £ | 19.... £ 
t... s 30,000 July/Dec. By Albania 
aid Dec. te Materials we. 180,000 ; Ltd., Work 
” Wages s. 246,600 : Certified ... 450,000 
*, Overhead | Dec.3L „ Workin Pro- 
” 12,900 ' ge AE: 13.000 
ry) Net Proft: i ou nm # Cc seo r ' 
Dec. 31 Trans ferred pi a 
Profit an g 
Loss A/c. ».. 12,800 ` a 
Balance, c/d. 11,200 Ree 
£493,500 | 493,500 
| 19 Pt Paks 
19ra; ; ^i Jani By Reserve, b/d. 11,200 
Pro- Jan. y ı b/d. ay ie 
Jan.1 To Work im 15,000 | ae sA 
28,500. ' 


y Tin ii 
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Notes :—(1) Following the usual practice, plant is debited in full 
. to the contract account and carried down as a balance 
at its written down value. The net result is to charge 
the job with depreciation at the rate of 10 per cent. per 
annum, £1,500. ` 
When the account is balanced, a profit of £24,000 is 
disclosed. Ordinarily, £16,000 (i.c., two-thirds) would 
be taken to credit of Profit and Loss Account but as 


(2 


ee 


20 cent. of the amount certified is being retained — 


until completion of the contract, the profit is again 
reduced in this proportion. The profit of £12,800 is 
80 2 x £24,000. 


thus equal to 100X 3 


8. DOUBLE ENTRY COST ACCOUNTING. 


This section of the chapter is particularly important from 
an examination point of view and you are advised to follow 
closely the complete illustration given in the text book of the 
writing up of a Cost Ledger from a given list of transactions 
and the subsequent balancing of the ledger. 


9. AGREEMENT OF COST AND FINANCIAL ACCOUNTS. 
Owing to the fact that the cost records embrace, to a certain 
extent, estimated figures so far as the Indirect Expenses and. 
production are concerned, it cannot be expected that the cost 
records will show final results. which exactly agree with the 
financial books. In order to prove that the cost records are 
reasonably accurate, however, it is usual to reconcile the two 


sets of figures after tracing the causes of difference by means 
of comparisons. - 


The simple illustration in the text book, which indicates 


how this can be performed, should be closely followed. 


10. STANDARD COSTING. ` 


The method of pre-determining the cost of an article under 
normal conditions and comparing subsequent costs with this 
standard has become popular in recent years. It should be 
noted that this method is most suitable for industries in which 
production is continuous and uniform (e.g., Linen manu- 
facturers) or where a comparatively limited variety of articles 
is manufactured on mass production lines (e.g., Motor manu- 
facturers). 


11. UNIFORM COSTING. 


Uniform Costing is not a different method of costing from 
those which have already been’ explained, but a’ uniform 


manner of applying the principles of the method, or com- ~ 
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bination of methods, of costing most suitable to a particular 
industry, etc., where the manner of application is agreed 
upon and adopted by a number of-Concerns in that industry, 
etc. The practical considerations that arise are summarised 
in the text book, and it will be noted that a successful 
application of uniform costing depends largely upon mutual 
confidence among the various concerns in the industry. 


12.. CLASSES OF COST SHEETS AND ACCOUNTS. 

The various illustrations in the text book of cost sheets and 
summaries in different types of industries adopting different 
costing methods should be studied carefully, as examination 
questions frequently call for specimen cost sheets, etc. 

A satisfactory cost sheet can always be evolved, even if 
you have no knowledge of the particular industry concerned, 
if the following principles are observed :— 

(1) Expenditure should be grouped under the various 

elements of cost (see Note 3). | 

(2) Suitable sub-totals should be provided, e.g., prime cost, 
works cost, total cost. 

(3) Where a uniform product is produced, unit costs should 
be shown (at least for the principal items of cost) by 
dividing by the number of units produced. 

(4) Comparative figures for previous periodsshould beshown. 


(5) The whole should be carefully arranged so that the 
statement is both neat and easy to read and understand. 





PRACTICE WORK. 


Work Exercises 16C, 16N, 16P, 16W and 16Y, and others 
if time permits (not to be submitted to the College). 





For Test Paper, see separate booklet. 
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